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‘FINANCING A BUSINESS 


by 


R. S. CuayTon 


Being a Lecture delivered to the Commonwealth Accountants’ Students’ Society 
(Victorian Division) on February 9, 1949. 


A common experience of a visitor to a 
factory is to be shown where some day 
the production line will be established, 
where that additional building will go to 
provide a direct flow of goods to the point 
of despatch, to hear just why goods 
travel right across the plant between one 
operation and another. He will probably 
be told that there has never been any 
opportunity to plan adequately for the 
expansion which had taken place, with 
the result that machines and workers are 
eramped for space. In fact, most manu- 
facturing enterprises have “just growed,” 
like Topsy, and it is a rare exception to 
find a factory that has been built and 
equipped in accordance with a carefully 
prepared plan. So it is with the capital 
structure of most businesses. As the shop, 
warehouse, or factory grows, the need for 
capital presses, and those in charge of the 
business adopt the expedient most readily 


to hand to raise the wind and carry on 
This is perfectly right and proper, be- 
cause it is almost inevitable. Before you 
can persuade people to invest capital in 
your business you must gain their con- 
fidence, and until you have shown that 
you can profitably handle capital, you 
cannot expect their confidence. Without 
the confidence which arises from success- 
ful operations in the past no capital can 
be raised by a business. 

This is a somewhat discouraging state 
of affairs for those who have not had the 
opportunity to show what they can do 
with capital, who are taking a theoretical 
view of their future and feel sure that if 
they had the capital they could make a 
success in business. However, at least it 
does insure that those in control of busi- 
ness are tested the hard way, and ad- 
vance only by climbing from a small suc- 
cess to a larger one. 


FINANCING DIFFERENT CLASSES OF BUSINESSES 


The problem of obtaining finance differs 
with the form of business requiring capi- 
tal. For clarity in discussion, businesses 
may be grouped into three classes, the 
private business, the private company 
and, thirdly, public companies. 

Financing Private Businesses 

Unfortunately to-day the small private 
trader or manufacturer is greatly handi- 


capped by taxation. Ten years ago the 
successful business man knew that he 


could build his business up steadily if he 
was prepared to plough back a good pro- 
portion of the profits earned. To-day 
there are severe limits on this method of 
self-financing out of profits, because taxa- 
tion claims such a large proportion of 
earnings. 

The banker is the best friend of the 
small trader, and usually meets such 
financial needs as are demonstrably justi- 
fied by the business done. There is natur- 
ally a limit to the accommodation that 
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Financing a Business—continued. 
may be secured in this way, and per- 
manent capital is needed so that assets 
may, be built up to provide backing for 
larger overdrafts. Dependence upon bank 
advances is not sound policy, and at the 
best is an expedient justified by necessity. 
Bank finance always plays an important 
part in any business, even when ade- 
quately capitalized, but the use of bank 
eredit in place of permanent capital 
should be avoided. As a matter of Cen- 
tral Bank policy it is now being definitely 
discouraged. 

With the passing of the 1945 Bank Act, 
a new avenue was opened to small traders 
in the Industrial Finance Department of 
the Commonwealth Bank. This depart- 
ment will advance money on hire pur- 
chase agreements covering plant, ma- 
chinery and equipment or cars and 
trucks. As the function of the depart- 
ment is to encourage small traders or 
manufacturers, its terms are liberal and 
loans are made for periods of up to five 
years. Since the department was set up 
early in 1946, it has advanced approxi- 
mately £11,000,000 in small loans. 

Permanent capital for private business 
is usually provided by those actually 
working in the business, and perhaps 
supplemented by family loans. Generally 
speaking, capital for private businesses 
comes from people directly associated 
with them in some way. 


Financing Private Companies 


When a business has developed to a 
point where permanent capital may pro- 
fitably be employed, it is usually found 
that the formation of a proprietary com- 
pany is desirable. This provides the pro- 
tection of limited liability and, by issuing 
shares, definition is given to various in- 
terests in the business. There is often an 
inducement to offer preference shares for 
subseription at this stage, as they may 
more readily be placed than ordinary 
shares which carry the full risks of the 
business. Many companies have found 
small issues of preference capital made 
under these conditions have proved some- 
thing of an embarrassment later, when 
they stand in the way of further issues of 
preference capital. 

Finding capital for private companies 
is not easy because of disabilities inherent 
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in such investments. There is no open 
market for their shares, so that capital 
invested is more or less permanently 
locked up. Valuation of private company 
shares for probate purposes is an arbi- 
trary matter; the shares are not very ac- 
ceptable as collateral security, and usu- 
ally the right of transfer is restricted. 
However, a successful business ‘usually at- 
tracts support from a select circle of 
people who know a good deal about it, 
or from customers or suppliers who may 
wish to strengthen trading associations. 

Perhaps it is desirable to make a dis- 
tinction between proprietary companies 
and private companies. For taxation pur- 
poses both proprietary companies and 
limited companies may be elassed as 
private companies as the definition de- 
pends upon voting control and distribu- 
tion of shares. Proprietary companies are 
not permitted to have more than fifty 
shareholders exclusive of employees and 
therefore no proprietary company may be 
listed on the Stock Exchange where free- 
dom of transfer is essential. It is impos- 
sible for them, therefore, to consider rais- 
ing capital by means of a public issue 
and the limitation on the number of 
shareholders often makes it difficult for 
proprietary companies to raise more capi- 
tal. For example, if a company has forty- 
five shareholders and wishes: to raise 
£20,000 it must either secure the money 
from existing shareholders or rely upon 
securing large subscriptions from a maxi- 
mum of five new shareholders. 

Limited companies may not only be 
taxed as private companies but it is also 
possible for their shares to be listed for 
quotation on the Stock Exchange. In a 
discussion on finance for private com- 
panies, it is therefore important to re- 
member that the term, private company, 
does not necessarily cover only proprie- 
tary companies. 

During the war period, private com- 
panies held some advantage for taxation. 
Probably most of you are aware of the 
operation of Division 7, and of the amend- 
ment of the Income Tax Assessment Act 
last year which altered the basis of private 
company taxation. Private companies did 
not pay War Time (Company) tax or 
super tax, but in addition to the standard 
rate of Company Tax (6/- in the £) they 
paid taxation on undistributed profits. 
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Financing a Business—continued. 


This tax was assessed on the basis of a 
“notional distribution”; the personal tax 
return of every shareholder was con- 
sidered, and the income was increased by 
the amount that would have been re- 
ceived had the private company distri- 
buted the whole of its net profit in divi- 
dends. The difference in the amount of 
tax actually paid by the shareholder and 
the amount of tax that he would have 
paid if the whole of the private company 
profit had been distributed, was then 
charged to the company as undistributed 
profits tax. The income tax returns of all 
shareholders were thus examined to de- 
termine the amount of tax payable by 
the company. 

The ameunt paid in undistributed pro- 
fits tax was allowed as a deduction from 
profits earned in the year of payment, 
and herein lay the advantage of the sys- 
tem. In every successive year the amount 
remaining after payment of taxes repre- 
sented a substantial proportion of the 
profit earned. It was soon found that it 
paid handsomely to retain profits and 
pay undistributed profits tax on the 
whole of the profit earned, because once 
this tax had been paid, any residue was 
available for payment of dividends ex- 
empt from taxation altogether. 


. 
Last year the amendment of the Act 


wiped out the deduction of undistributed 
profits tax, in determining the amount of 
profit liable to Undistributed Profits Tax. 
The company rate of tax on profits up to 
£5,000 was reduced to 5/- in the £, with 
6/- in the £ taxation on profits in excess 
of £5,000. A concession was made that 
private companies should be given an ex- 
emption from undistributed profits tax on 
30 per cent. of profits if the net profit did 
not exeeed £2,000, on 25 per cent. of pro- 
fits in excess of £2,000 but not exceeding 
£4,000, on 20 per cent. of profits in excess 
of £4,000 but not exceeding £6,000, on 15 
per cent. of profits in excess of £6,000 but 
not exceeding £8,000, and on 10 per cent. 
of profits in excess of £8,000. This will 
provide small companies with some op- 
portunity to set aside reserves. 

The amendment of the Income Taz 
Assessment Act has made it even more diffi- 
cult than before for large private com- 
panies to build up reserves. For this 
reason several private companies have al- 
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ready placed parcels of shares with the 
public and changed their status from that 
of a private company to that of a public 
company because the rate of undistri- 
buted profits tax paid by public companies 
is only 2/- in the £. It may be expected 
that more private companies will seek 
public company classification for taxation 
purposes. 


Financing Public Companies 

The chief feature of public companies 
compared with other forms of business 
enterprise lies in the fact that most share- 
holders of public companies have no per- 
sonal association with the companies and 
buy or subscribe for shares purely as an 
investment. This does not imply lack of 
knowledge about the company or its ac- 
tivities. Investors in the shares of public 
companies probably have a more _ in- 
formed opinion about their shareholdings 
than most of those holding shares in 
private companies. Public companies can, 
however, raise capital only if they win 
the confidence of the market, which 
judges investments by their performances 
and their prospects. Capital. issues by 
public companies can fall into three main 
categories; issues of shares to share- 
holders by public companies with share 
listings; issues by recently converted 
private companies; and issues by new 
enterprises. 


(a) Issues TO SHAREHOLDERS 


Companies whose shares are already 
videly distributed among investors and 
whose shares are quoted on the Stock 
Exchange, have a ready means for raising 
more capital because their shares are al- 


ready known to the investing public. 
When ordinary share capital is being is- 
sued, it is almost invariably offered to 
shareholders, to whom specific rights to 
apply for the shares are granted. In the 
case of most companies, the Articles of 
Association provide that new issues of 
capital shall be offered in the first place 
to the shareholders. 

Assuming that a new issue of ordinary 
shares is to be made to the shareholders 
of a company, the first step is to apply to 
the Capital Issues Advisory Committee 
for approval. (That is, if the issue is 
£25,000 or more.) If the purpose of the 
issue is approved, the Committee in its 
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Financing a Business—continued. 

consent will usually stipulate that a pre- 
mium must be charged. The amount of 
the premium varies according to the 
amount by which the market price of the 
shares of the company at the time of the 
issue exceeds the par value, and the size 
of the issue in relation to the existing 
capital of the company. When the issue 
price has been established, and provided 
that the nominal capital of the company 
exceeds the paid capital of the company 
by a sufficient margin, and that the direc- 
tors have authority under the Articles to 
make an issue, the company will an- 
nounce the issue and give notice of the 
closing of transfer books to determine the 
shareholders to participate in it. Such 
issues of capital made directly to share- 
holders do not call for a prospectus. In- 
stead the company issues a circular 


stating briefly the purpose for which the 
new capital is required, the terms of the 
issue (that is the premium, if any, to be 
paid and whether the amount is to be 
paid in full on application or by instal- 
ments spread over a period) and the pro- 
portion of the issue to present share- 


holdings. Each shareholder is_ also 
informed of the number of shares of 
which he or she is the registered holder, 


and the number of rights to which each. 


is entitled. With the circular are enclosed 
forms of application for the new shares 
offered and forms or renunciation of 
rights which may be used to transfer 
rights to someone else, if the shareholder 
decides to sell them. 

Assuming that the shares of the com- 
pany making a new issue are standing at 
a substantial premium in the market and 
that the issue price of the new shares is 
well below the market price of the old 
shares, the rights to take up the new 
shares will have an appreciable value. 

The fact that rights have a market 
value is usually a fairly good insurance 
that the issue of shares will be fully sub- 
scribed. Some shareholders, of course, do 
not wish to take up the shares to which 
they are entitled, but few of them are so 
forgetful or so inexperienced that they 
will miss the chance of making a tax-free 
capital gain by selling their rights. 

So much for ordinary shares issued by 
established companies. The path to new 
capital is comparatively easy for any 
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company with a sound record. The com- 
pany, however, may wish to issue prefer- 
ence shares. The reason for issuing prefer- 
ence rather than ordinary capital will be 
discussed later. An issue of preference 
shares is on quite a different basis to an 
issue of ordinary shares. The company is 
seeking such new capital on terms most 
favourable to itself—that is, to its 
ordinary shareholders. The lowest rate 
of dividend compatible with a successful 
issue is therefore the aim. Existing share- 
holders are probably more interested in 
ordinary shares than in preference shares. 
You will often observe, therefore, that a 
modest proportion of a preference issue 
is reserved for prior subscription by 
shareholders of a company and that pre- 
ference issues are frequently under- 
written. 

(b) Pusuic Issues BY FoRMER PRIVATE 
COMPANIES 

The next type of issues which comes 
before the public is that made by a com- 
pany which has built up a strong position 
as a private company but desres addi- 
tional capital and the advantage of a 
public market. Of course, many private 
companies introduce shares to the market 
without making a new issue at all. This is 
done by making an offer of sale of shares, 
usually through a broker, to secure a dis- 
tribution of shares sufficient to secure list- 
ing and to qualify for classification for 
taxation as a public company. Such 
operations are outside the scope of our 
discussion to-night. 

Many private companies are well 
known to the public before they approach 
the market, but whatever their reputation 
may be they ean only offer capital for 
public subscription by means of a pros- 
pectus. This must quote records of profits 
and other information adequate to estab- 
lish the confidence of the investing pub- 
lic. It is necessary, to comply with the 
Income Tax Assessment Act, that at least 
25 per cent. of the capital of the com- 
pany should be distributed to the invest- 
ing public, and that the shares should be 
listed and quoted by the Stock Exchange 
before a company may be taxed as a pub- 
lie company. It is usual to enlist the ser- 
vices of a member of the Stock Exchange 
to handle the issue, as this insures a con- 
tinuing interest in the market for the 
shares. 
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Financing a Business—continued. 

An issue of capital by a private com- 
pany requires a good deal more prepara- 
tory work than an issue to shareholders 
by a public company. Not only must the 
approval of the Capital Issues Advisory 
Committee be obtained, but it will usually 
be found necessary to amend the Articles 
of Association to conform to the listing 
requirements of the Stock Exchange, and 
to consider very carefully the capitaliza- 
tion of the company before the issue is 
made. 

It is sometimes the practice to write 
down assets and strengthen undisclosed 
reserves so that frequently private com- 
panies that are considering the admission 
of the public to partnership find that 
their paid capital is small in relation to 
the real value of their assets, that book 
values of assets are understated, and that 
profit figures actually disclosed in the 
accounts do not fully represent the earn- 
ing capacity of the business. It is not 
easy to rectify such conditions. If land 
and buildings are heavily written down 
they may certainly be written up in ac- 
cordance with an independent valuation, 
but the amount thus added to the value 
of the assets in the balance sheet cannot 
be capitalized without the consent of the 
Capital Issues Advisory Committee, and 
that is not likely to be readily forthcom- 
ing. An assets re-valuation reserve may 
be set up, and thus put the goods in the 
shop window, as it were. 

Re-valuation of stock is by no means so 
easy. If you write up the stock to current 
market valuation you will be taxed on the 
amount written up. 


It is not uncommon for manufacturers 
to employ labour to build pieces of plant 
or equipment, to erect small buildings, to 
concrete floors or in other ways to create 
assets which do not appear in the books 
at all, and whose cost has really come out 
of current profits. The owners of a 
private business or the directors of a 
private company naturally know all 
about the value of the business and its 
ass¢ts, but when they come to set down 
figures for publication they find that the 
picture is not nearly as attractive as it 
should be. The natural tendency is to add 
a substantial amount for goodwill — of 
which more anon. 
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Those looking ahead to the day when 
outside capital will be required should 
build up capital at every opportunity. 
They should create reserves as far as the 
tax gatherer and their own frugality will 
permit, but should show those reserves 
in the accounts. The greater the disclosed 
equity in the business, the easier it will 
be to introduce outside capital on reason- 
able and equitable terms. 

To revert to the question of goodwill. 
It is not a good item for the balance sheet, 
and it is wholly unnecessary in the ae- 
counts of a public company. The market 
will assess the goodwill of the business. 
The market is far more concerned with 
earning power than it is with assets back- 
ing. Provided that the net tangible assets 
are somewhat in excess of the par value 
of the shares, the market will value the 
shares on a yield basis. The difference 
between net tangible assets and market 
price is, in effect, goodwill. Therefore, 
shareholders of private companies who 
wish to load the business with goodwill 
before admitting outside shareholders, 
are not really achieving much. If the 
goodwill is there, it will soon be reflected 
in the market price of the shares and the 
original shareholders will reap the benefit. 
(ec) Pusiic Issues By NEw ENTERPRISES 

The third general class of companies 
seeking new capital consists of entirely 
new enterprises — companies promoted to 
exploit an idea or to initiate some manu- 
facturing or trading business for which 
the promoters feel that there is a profit- 
able opening. In such eases, there is no 
record of profits to show, no established 
business of which the public may have 
knowledge, nothing but estimates of capi- 
tal requirements and of profits to be 
earned. Again the successful raising. of 
capital depends upon confidence; in such 
eases, confidence in the directors of the 
proposed company, and confidence cre- 
ated by a _ well-presented prospectus. 
Usually such new companies are launched 
from a spring board of some sort. It may 
be the sponsorship of successful com- 
panies overseas, it may be contracts with 
overseas suppliers, or the franchise to 
make goods not previously manufactured 
in Australia, or it may even be a new pro- 
cess or the application of a process new 
to this country. 
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STOCK EXCHANGE REQUIREMENTS 


For the protection of investors and to 
ensure adequate facilities for trading in 
shares, the Stock Exchanges have built 
up over the years a list of requirements 
which must be met before quotation will 
be granted. These listing requirements 
are quite specific on many points, but 
some matters are left to the discretion of 
the Committee of the Stock Exchange to 
which application for listing is made. For 
example, a company seeking Stock Ex- 
change listing “should be of sufficient 
magnitude and importance; and _ the 
shares or other securities for which official 
quotation is desired should, in the opinion 
of the Committee, be sufficiently dis- 
tributed.” 

The listing requirements cover — the 
particulars which must be stated in the 
prospectus. Share certificates, which 
should convey certain information, such 
as the amount to which the shares are 
paid up, the rights which may be carried 
by preference shares and, in the case of 
certificates for new shares, the date from 
which dividend accrues must be shown. 
There is a long list of mandatory clauses 
which must be included in the articles of 
association and these cover such matters 
as the minimum number of directors to 
be appointed, the share qualifications they 
must hold, the disclosure of fees, the right 
of shareholders to remove directors from 
office,. voting powers of shareholders, 
notice required for convening meetings, 
rights attached to preference shares and 
the publication and circulation of balance 
sheets. The Stock Exchanges also set 
down certain matters to which they 
would take exception if they were in- 
cluded in the articles of association. Such 
matters include the charging of fees for 
the transfer of shares, life appointments 


for directors, removal of directors from 
office without the consent of shareholders 
and the like. 

In applying for official listing by the 
Stock Exchange companies are required 
to furnish brief histories of their activi- 
ties, copies of all agreements mentioned 
in the prospectus, a statement whether 
brokerage was payable only to members 
of recognized Stock Exchanges and 
whether brokerage was payable to direc- 
tors. Application must be accompanied by 
copies of the five latest balance sheets of 
the company. The conditions upon which 
companies may be listed also prescribe 
that the interval between the close of a 
financial period of a local company and 
the issue of accounts relating to that 
period should not exceed three months. 
It is also provided that at least fourteen 
days’ notice of intention to elose trans- 
fer books should be advertised and given 
in writing to the Stock Exchange, stating 
the time and date of closure and the 
period and purposes for which the books 
are to be closed. The interval between 
the date of closing of transfer books and 
the date of payment of dividend or bonus 
should not exceed thirty days. 

The Stock Exchanges will furnish 
copies of their listing requirements to 
companies which contemplate making ap- 
plication for quotation and in addition to 
the conditions laid down the Stock Ex- 
change provides some general comments 
upon practices which is approves or dis- 
approves. For example, it is pointed out 
that particular care will be exercised by 
the Committee of the Stock Exchange 
when dealing with an application for quo- 
tation of preference shares which appear 
to have inadequate backing of ordinary 
capital. 


UNDERWRITING 


In considering any issue of capital 
it is as well to give consideration to the 
advisability of having it underwwritten. 
The primary purpose of underwriting is, 
of course, insurance against the risk of a 
short subseription. Even when it is 
thought that such a risk is negligible, it is 
still worth while to consider’ underwrit- 
ing. By securing the services of an under- 


writer, a company also secures a sponsor 


for its shares on the market. Having 
underwritten an issue of capital for a 
company, a reputable underwriter will 
assume a continuing responsibility for 
maintaining interest in, and support for, 
its shares in the market. He will be well 
informed about the company and ready 
to discuss its shares with his clients. 
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Underwriting—continued. 

The underwriter accepts a serious re- 
sponsibility and before doing so must be 
satisfied that the projected issue of capi- 
tal is sound and warranted by the record, 
prospects and circumstances of the com- 
pany. He will require copies of balance 
sheets for several years, and will wish to 
inspect the factories, warehouses or trad- 
ing premises of the company, to meet the 
directors and managers, and to satisfy 
himself about many points on trading 
conditions and the economics,of the in- 
dustry concerned. If these points are 
satisfactory and the amount of capital re- 
quired will be adequately covered by as- 
sets and profits, then he may submit an 
offer to underwrite on certain stipulated 
terms and conditions. One of the con- 
ditions imposed will almost certainly be 
that an accountancy investigation of the 
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business must be made. This practice has 
been accepted for many years, and few, 
if any, prospectuses are now issued with- 
out a report from accountants who have 
investigated the business. 

It is possible also that an underwriter 
may call for independent valuations of 
freehold properties, and also, in some 
eases, of plant and machinery. He may 
well ask for a service agreement from the 
managing director or other person who 
has played an important part in building 
up the business, and whose continuing in- 
terest in it must be demonstrated to give 
investors confidence. In a change over 
from a private company to a public com- 
pany, it may be found that the board of 
directors consists entirely of men work- 
ing in the business, and the underwriter 
may ask for the appointment of an out- 
side director with wide experience. 


THE ROUTINE OF PLANNING A CAPITAL ISSUE 


Having decided that more capital is re- 
quired and considered fully the amount 
to be raised and purposes for which it is 
to be spent, whether the issue is to be 


underwritten or not and the nature of 
the security (debenture, preference or 
ordinary shares) to be issued, the direc- 
tors must give some consideration to 
general conditions and decide whether 
the issue should be made immediately or 
deferred until a more favourable oppor- 
tunity. Assuming that an underwriter is 
being employed, his advice on this mat- 
ter will be of considerable value. He is in 
touch with the market, is able to assess 
approximately the capacity of the market 
to take up the shares to be offered, and 
will advise upon the terms required to 
make the issue acceptable. Approval of 
the Capital Issues Advisory Committee 
must then be obtained. 

At this point some matters of detail will 
require attention. The Articles of Asso- 
ciation will require examination to deter- 
mine whether they conform to the listing 
requirements of the Stock Exchange, 
consideration must be given to any 
special resolutions which it may be neces- 
sary to submit to shareholders authoriz- 
ing the issue, or increasing the amount of 
nominal capital, or amending the Articles 
to provide for the issue of preference 


shares. The requisite notices must then 
be prepared and despatched to the share- 
holders. 

Once the form of the issue has been 
decided, underwriting has been arranged, 
and the date of the issue planned, a con- 
siderable amount of preparatory work 
may proceed simultaneously. While the 
secretary of the company and its legal 
adviser are dealing with the Articles, ete., 
the accountancy investigation may pro- 
ceed and attention may also be given to 
the preparation of the prospectus. Before 
dealing with the prospectus, which merits 
consideration, we might glance 
briefly at one or two other matters which 
should be put in hand early to insure a 
successful issue. 

The services of printers will be im- 
portant. In these days of manpower 
shortages, most printers, if not all, are up 
against it. They should be warned well 
in advance that certain printing jobs will 
be required. The first warning concerns 
the prospectus itself. It represents quite 
a large amount of work, and the printer 
will wish to set aside time for the job and 
to earmark the necessary supplies of 
paper. Then there are the Articles. It is 
quite likely that they will have to be re- 
printed entirely. A minor job is the 
notice of meeting. Looking further 
ahead, we come to letters of allotment, 


close 
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then to new scrip certificates, and prob- 

ably new transfer forms. 
Other matters of detail are the making 
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of a common seal (if the issue involves a 
change to the status of a limited com- 
pany) and the preparation of a new share 
register or adaptation of the old one. 


THE PROSPECTUS 


Most of you are doubtless familiar with 
the appearance of a prospectus, but it is 
not out of place to run over the salient 
points which should be covered. They 
may be briefly enumerated as follows: 

1. The title pages —a sort of Who’s 
Who and What’s What of the 
company. 

The objects of the issue. 

A brief history of the company. 
A description of properties, plant, 
and organization. 

The report» of the investigating 
accountants. 

Brief descriptions of the directors 
of the company. 

Conditions of the issue. 

Statutory information required by 
the Companies Act. 

§. Memorandum of Association. 

10. Application form. 

To deal with these points in greater 
detail— 


The Title Pages: On the cover of the 
prospectus should be set out formally the 
full name of the company, followed by 
the date of incorporation. A statement of 
the number and description of shares 
offered for subscription, the name of the 
secretary and the address of the regis- 
tered office, if underwritten, the name of 
the underwriter, and the date of the 
prospectus. 

On the sub-title page would appear a 
statement that a copy of the prospectus 
had been lodged for registration with the 
Registrar of Companies, and the date of 
the prospectus. A full statement about 
capital, that is, the nominal capital, 
amount of capital already issued and paid 
up, the amount of the present issue of 
capital, and the amount of capital un- 
issued and held in reserve. Then may be 
added the disposition of the issue — 
whether any shares have been reserved 
for existing shareholders and whether 
any have been taken firm by the under- 
writer for placing with his clients. On 
the title page is set out names and. ad- 


dresses of all directors, with the names of 
the banker, auditors, solicitors, investi- 
gating accountants—in short, all those as- 
sociated with the company and the issue. 


Objects of the Issue: You will under- 
stand that most of the features of thé 
prospectus which have been outlined are 
required by the Stock Exchange or by the 
Companies Act. Therefore, although the 
items are self-explanatory, it is worth 
while to emphasize them. The purposes 
for which the new capital is required 
are so important to the issue that evi- 
dently some reference must be made to 
them. The statement made, however, 
should be quite explicit, and should pro- 
vide sufficient information to enable the 
intending investor to assess for himself 
the advantage to the company of the em- 
ployment of more capital in the manner 
proposed. 


History of the Company: A brief state- 
ment should be given of the origin of the 
company, the way in which it was de- 
veloped, its financial record, and in brief, 
what has happened to it in good times 
and bad. Such a statement should indi- 
cate any changes in the nature of goods 
manufactured or sold, adjustments due 
to tariff changes, wars or depressions, so 
that investors may have some apprecia- 
tion of the factors which have aided or 
hampered the company in the past. 


Description of the business: As the 
prospectus is probably introducing a new 
stock to the market, it should be as full 
as possible. Brokers will have no other 
means of advising clients than to study 
the prospectus, and assess from it the 
value of the shares offered. For several 
years they will wish to refer to the pros- 
pectus, so that it has a lasting value. It 
is wise, therefore, to give quite an amount 
of detail about the company, its proper- 
ties and its organization. For example, a 
full list of agencies handled, a general 
description of goods manufactured or 
handled, the area of factories, the number 
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The Prospectus—continued. 


of persons employed and a description of 
the general organization would all prove 
of interest and value. 


The Accountants’ Report: This will 
cover a statement of profits with such ad- 
justments to book figures as have been 
considered advisable, over a period of five 
years, or whatever period may have been 
agreed upon. In the case of a company 
new to the market, a full statement of 
assets and liabilities will also be given. In 
some cases the report will state specifi- 
eally the cover in net tangible assets for 
the new shares and also the percentage 
return on capital of average profits over 
the period covered, or the number of 
times the dividend on a projected issue of 
preference capital was earned. If state- 
ments of assets backing and earnings rate 
are not actually included in the report, 
they should be added in separate para- 
graphs and based on the figures in the 
report. 






Directors of the Company: More im- 
portant than balance sheets, profits, or 
any factual statements, are the men be- 
hind the company. Investors who are in- 
vited to subscribe for the shares of a 
company are really being asked to back 
the judgment, experience and reputation 
of the men who control its affairs. It is 
desirable therefore that a brief paragraph 
mentioning the experience, qualifications, 
ete., of all directors should be published 
in the prospectus. 


Conditions of the Issue: Having read 
all about the company and its record, in- 
tending subscribers will wish to know 
the conditions on which they are asked to 
invest and how applications should be 
lodged. Quite a number of matters 
should be set out—whether dividends will 
be paid free of exchange in all capital 
cities or only where the company is domi- 
ciled; whether shares are payable in full 
on application and if not how and when 
instalments are due; when subscription 
lists close; where subscriptions should be 


LAUNCHING 


Having completed the prospectus and 
other preliminary work, consideration 
must be given to the final details of sign- 
ing the prospectus and lodging it for 
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lodged; to whom cheques should be made 
payable; whether application will be 
made for listing the shares on the Stock 
Exchange; where the share register or 
registers will be kept; what rights the 
directors have to deal with an over- 
subscription ; the amount of underwriting 
commission and brokerage payable, and a 
statement about the date from which the 
shares will rank for dividend. 

In the event of a preference issue, it 
is necessary to give full information 
about the rights attaching to the prefer- 
ence shares, quoting the rights conferred 
by the Articles of Association and giving 
dates from which dividends will accrue 
and when they will be paid. 

Statutory Information: Under this 
heading is gathered up all the legal mat- 
ter required by the Companies Act, not 
already included in the prospectus. In 
this section are set out any material con- 
tracts entered into by the company in 
the two years preceding the date of the 
issue, and a certificate by the auditors 
setting out profits earned and dividends 
paid in each of the three preceding finan- 
cial years. The Act also calls for a state- 
ment of the manner in which the capital 
raised is to be expended, what minimum 
amount of capital must be subscribed be- 
fore the directors will go to allotment, 
where copies of the Articles and of ma- 
terial agreements may be -inspected, and 
so on. 

When the shares are to be offered for 
subscription in more than one State, it 
is necessary that the form of the pros- 
pectus shall comply with the require- 
ments of all States in which the prospec- 
tus is to be filed. 

Memorandum: Under the Victorian 
Companies Act it is necessary to publish 
the Memorandum of Association in the 
prospectus if the company was incorpor- 
ated within two years of the date of the 
prospectus, but not otherwise. 

Application Form: An appropriate 
form of application must be prepared to 
accompany each copy of the prospectus. 


THE ISSUE 


registration. 


It is wise to secure half a 
dozen proof copies of the prospectus so 
that a copy may be given to the Registrar 
of Companies in advance of the date of 
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Launching the Issue—continued. 

lodgement. He will peruse it and advise 
if any amendments are required. A copy 
should also be sent to the Stock Exchange 
for perusal to insure that it complies with 
requirements. 

A meeting of directors must be called 
when the prospectus is ready for signa- 
ture. If any directors are likely to be 
absent, the secretary of the company 
should secure a specific power of attorney 
from the absentee authorizing someone to 
sign in his stead. The signatures of the 
directors must appear at the end of the 
prospectus after the statutory informa- 
tion. If the prospectus is to be filed in 
another State, a copy must be certified 
by the chairman and two other directors 
that the prospectus has been read, ap- 
proved and signed. 

As soon as the prospectus has been 
signed, it is lodged with the Registrar of 
Companies, usually by the company’s 
solicitor, and must then be issued imme- 
diately, as the date of registration and 
the date of publication are identical. 
Copies of the prospectus are then circu- 
lated by the underwriter, issued by the 
company to its shareholders if they are to 
participate, or delivered to the Stock Ex- 
change if the lists are to be open for 
general subscription. In the ease of large 
issues it is sound practice to secure the 
services of a bank to act as “Banker for 
the Issue.” The function of the bank is to 
make copies of the prospectus available 
through all its branches and to receive 
applications. Brokers have a neutral and 
central point at which to lodge applica- 
tions, the public may readily lodge appli- 
cations direct if they wish, and the com- 
pany has the advantage of receiving ap- 
plications ready listed and collated. 

Depending on the size of the issue, sub- 
scription lists may be open for two, three 
or four weeks, directors reserving the 
right to close the issue as soon as a full 
subscription has been received. When the 
issue has been subscribed, it is usual to 
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proceed to allotment within a short time, 
say seven days, and then letters of allot- 
ment must be despatched to all appli- 
cants. In the event of over-subscription, 
payments in excess of the amount re- 
quired on the allotment of shares made 
must be refunded to applicants. 

To complete the issue in a satisfactory 
manner, it is desirable that there should 
be the least possible delay between the 
issue of letters of allotment and the post 
ing of scrip certificates to shareholders. 
When scrip certificates have been issued, 
the company should apply promptly for 
the listing of the shares by the Stock 
Exchange. It should by then be fully 
equipped in its share department to 
handle transfers promptly and to provide 
facilities for marking transfers against 
scrip lodged at the office of the company. 

When large issues are being handled it 
may be desirable to advertise them. The 
Companies Act recognizes only one form 
of advertisement—an abridged prospec- 
tus. This form of advertising leaves little 
scope for display, and nowadays when 
space in newspapers is very hard to come 
by there is little or no room for anything 
but the matters prescribed by the Com- 
panies Act. These matters are briefly—a 
statement that the advertisement is not 
a prospectus within the meaning of the 
Act and that the section of the Companies 
Act relating to prospectuses has not been 
fully complied with; the paid and author- 
ized capital of the company; names and 
addresses of directors; how the company 
proposes to spend the new capital; what 
is the minimum amount of subscription on 
which the new company will go to allot- 
ment; where copies of the prospectus and 
application form may be obtained; and 
where applications are to be lodged. In 
any space that may be available after 
meeting these requirements, further in- 
formation from the prospectus that may 
be calculated to catch the attention of the 
prospective investor may be inserted. 


SELECTING THE CLASS OF NEW CAPITAL ISSUE 


Reference has been made to ordinary 
shares and preference shares, but it 
would be as well to consider further the 
various classes of capital which may be 
issued. Broadly, they come under three 


main headings: debentures, preference 


shares and ordinary shares. 
Debentures: Debentures have many of 


the characteristics of mortgage loans, as 
they provide a defined security charged 


(Continued on page 111.) 
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Class of Capital Issue—continued. 

upon the business in return for a loan at 
a fixed rate of interest for a fixed term of 
years. Debentures have not frequently 
been issued in this country and most de- 
benture capital has been issued by public 
utility companies whose substantial fixed 
assets and regular income provide appro- 
priate backing for both capital and in- 
terest. Trading companies which use de- 
benture capital usually have substantial 
fixed assets in factory buildings and 
costly plant. 

Industrial debentures are usually 
secured by a trust deed under which 
trustees for the debenture holders are ap- 
pointed with power to attach assets in 
the event of default in interest payments. 
The trust deed contains a security clause 
defining the charge given by the company 
to the debenture holders. This is usually 
a floating charge over the whole of the 
assets and undertakings of the company, 
both present and future, with limitations 
on the rights of the company to dispose of 
assets, to pull down or alter buildings, 
etc. In some cases, companies granting 
debenture charges arrange to have ex- 
empted such quick assets as stocks and 
book debts, which provide some latitude 
for bank accommodation when required. 

Interest on debentures is normally pay- 
able half-yearly on. fixed interest dates 
and, of course, interest accrues from the 
date of payment, which is regarded as the 
date of allotment of the debentures. The 
rate of interest payable on debentures is 
lower than dividend rates then prevailing 
for preference shares and is higher than 
the rate of interest paid on gilt-edged 
securities. Debenture issues of some com- 
panies, such as the Metropolitan Gas Com- 
pany in Victoria and South Australian Gas 
Company, are classed as trustee invest- 
ments, and therefore they carry interest 
at rates little above those for Common- 
wealth loans. Speaking in general terms, 
if the prevailing rate of interest from 
Government loans is 3} per cent. and the 
accepted rate of dividend for new issues 
of preference capital is 5 per cent., one 
would expect to pay a rate about mid-way 
between the two for debenture capital for 
an industrial company. The rate, of 
course, would vary according to the type 
of business, with public utilities at the 
top of the scale. 


It is difficult to define the assets back- 
ing and interest cover that would be re- 
quired for a successful issue of debenture 
capital. That again would vary with the 
type of business raising the capital, the 
history and reputation of the company 
concerned, and the nature of the assets 
pledged. Generally, however, about £350 
to £400 in net tangible assets for each 
£100 of debenture capital would be a 
fairly normal figure, and the interest 
charge would be covered about four times 
by earnings. The interest cover is assessed 
before making provision for taxation, be- 
cause debenture interest is a charge 
against profits before taxation is assessed. 
Because of this, debenture capital is a 
cheap form of finance. 

Perhaps it is not appropriate to discuss 
debentures first, because in effect they 
come last in the capital structure of a 
public company. Before any thought may 
be given to an issue of debentures, sub- 
stantial assets must be acquired and the 
earnings of the company must be stabil- 
ized so that an inescapable annual in- 
terest charge will not at some later stage 
prove an embarrassment. It has been said 
with some truth that debenture issues are 
a sign of great strength or great weak- 
ness. Well-established companies may is- 
sue debentures to take advantage of a 
cheap form of capital, especially when 
rates of interest are low. Weak com- 
panies may issue debentures when their 
standing in the market is so low that 
they can secure more capital only by 
pledging their assets and giving the de- 
benture holders a ranking ahead of all 
other holders of capital. Such issues 
naturally are not cheap, as a high rate of 
interest would be required to induce 
subscriptions. 

Preference Shares 

Preference shares may be issued by a 
company for two reasons. If conditions 
are difficult at the time of the issue, capi- 
tal may be attracted by the offer of a 
good rate of dividend, payable in priority 
to dividends on ordinary capital, accom- 
panied by a prior claim on assets in the 
event of liquidation. The more usual rea- 
son for issuing preference capital is de- 
sire to take advantage of the margin be- 
tween the preference dividend rate and 
the earning rate of the company making 
the issue. 
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Desirable pre-requisites for a sound 
preference issue are substantial unen- 
cumbered assets to provide the backing 
for preference capital, and a record of 
steady earnings to give assurance of regu- 
lar payment of dividends. With these 
attributes, a company may, to advantage, 
issue preference shares, especially when 
rates of interest generally are low and the 
assumption of a fixed prior charge 
against profits will not be likely to prove 
an embarrassment. 

It is not unusual to speak of the way 
in which the capital of a company is 
geared. The larger proportion of capital 
that bears a moderate fixed interest or 
dividend charge, the greater will be the 
amount available for the holders of the 
ordinary shares, so long as profits on capi- 
tal employed return more than the per- 
eentage required for preference dividends 
and/or debenture interest. High gearing, 
that is, a large proportion of preference 
eapital, should bring good results for 
ordinary shareholders in good times, but 
it naturally works in reverse if trading 
becomes difficult and profits fall. 

When companies are developing, their 
operations carry some element of risk. 
Investors putting up capital for the de- 
velopment of a growing enterprise are 
therefore entitled to share in the rewards 
of success, just as they share the risk of 
failure. They should not therefore be ex- 
pected to accept a fixed rate of dividend. 
From the investors’ point of view, a sound 
preference share should show a good pro- 
fit cover for dividend, not for one year or 
two, but for about five years prior to the 
date of issue. The time to consider the 
introduction of preference capital, there- 
fore, arrives when a steady profit-earning 
record has been achieved, and the com- 
pany has been so well established that 
there seems to be no possible doubt about 
ability to meet the preference dividend in 
good times or bad. 

What does the market expect of a 
sound preference share? In the first 
place, it is not regarded by the Stock 
Exchange as a preference share at all 
unless the backing in net tangible assets 
is at least £2 for each £1 of preference 
capital. It will be found that most issues 
offered to the public show assets cover of 
£2/10/- or more. A desirable earnings 
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cover, preferably of average profits for 
five years, is three times the annual pre- 
ference dividend charge. Again, in quot- 
ing figures, is it not intended that they 
should be taken too literally. It is really 
impossible to find yardsticks which may 
be used indiscriminately in the invest- 
ment field. The nature of the business, 
the record of the company, and many 
other factors call for individual examina- 
tion of securities. 

The nature of the security offered by 
preference shares is probably well under- 
stood. It may be stated briefly that pre- 
ference shares carry the right in the event 
of the winding up of a company to the re- 
payment of the amount of capital paid up 
thereon together with payment of divi- 
dends accrued to the date of liquidation, 
in priority to other shares issued by the 
company. Similarly, they have preference 
for the payment of dividends which are 
met out of profits before distribution to 
ordinary shares can be considered. The 
Companies Act provides that the rights of 
preference shareholders may not be al- 
tered, amended or set aside without the 
approval of the holders of three-fourths 
of the preference shares, and that a 
separate meeting of preference share- 
holders must be held to consider any pro- 
posal affecting their rights. The Stock 
Exchanges will not now grant quotation 
to preference shares of companies whose 
Articles of Association do not contain 
these provisions. 

The usual type of preference share car- 
ries not only priority for repayment of 
capital and priority for payment of divi- 
dends, but also provides that if profits in 
any year are insufficient to meet the pre- 
ference dividend, then the outstanding 
dividend is carried forward as a liability 
to be met as soon as profits permit. Shares 
with such rights are known as cumulative 
preference shares. Some issues are non- 
cumulative, and some are cumulative for 
portion of the rate of dividend, and non- 
cumulative for the remainder. There are 
many variations in the rights attached to 
preference shares. Some are entitled to a 
fixed dividend and also participate fully 
with ordinary shares in distributions in 
excess of that rate. Others receive a fixed 
rate of dividend and participate with 
ordinaries to the extent of one, two or 
three per cent. more. Most preference 
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shares are redeemable at par only in the 
event of liquidation. Some may be re- 
deemed after a certain period at the 
option of the company, but at a premium. 
They may be issued with the right of 
conversion to ordinary shares after a 
period of years. They may be redeemable 
at par after a fixed term, or even redeem- 
able by instalments at the rate of, say, 
5 per cent. of the issue per annum over 
twenty years. 

Brief mention may be made of pre- 
ferred ordinary shares—a sort of half- 
way house between preference and ordi- 
nary shares. They are not always pre- 


ferred as to capital repayment, and often 
the preferred dividend is non-cumulative. 


Ordinary Shares 

It is needless to define ordinary shares, 
as this class of capital is well enough 
known, but it may be interesting to con- 
sider one or two points of view on ordi- 
nary shares and ordinary shareholders. 

Ordinary shares carry voting rights; 
ordinary shareholders are the owners of 
the business. They accept the risks and 
benefit from the progress of the company, 
or lose theif income if profits fall away. 
Their interests are identical with the in- 
terests of the directors of the company 
and with the interests of the company 
itself. Although this is quite obvious, it is 
not infrequently overlooked, and some- 
times statements are made which show 
that some people believe that the share- 
holders are on one side of the fence and 
the directors and management are on the 
other. 

Ordinary shares appeal to a type of in- 
vestor different from the buyer of pre- 
ference shares. Preference shares offer 
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security with a fixed income. Preference 
shareholders therefore are often people 
who are not engaged in business and de- 
pend for their income upon investments. 
Widows, retired persons, people of small 
means whose’ modest capital must be in- 
vested on the basis of the maximum 
security — these are typical preference 
shareholders. On the other hand, men 
with a good income from personal exer- 
tion, and a surplus to invest, are usually 
attracted by ordinary shares which offer 
prospects of capital appreciation over a 
period and possible fluctuation in income 
does not worry them. 

This is stressed because companies 
naturally expect their shareholders to be 
good customers. Ordinary shareholders 
are likely to be better customers than the 
type of people who would take up prefer- 
ence shares. 

We come now to the practical point of 
the amount of capital that may be neces- 
sary to warrant an approach to the mar- 
ket, either for additional capital or for 
quotation. It is not very satisfactory to 
secure listing by the Stock Exchange only 
to find that the shares are rarely, if ever, 
quoted. The listing requirements of the 
Stock Exchange are not restrictive. It is 
left to the discretion of the Committee to 
decide that the number of shares to be 
listed is adequate, and that there has been 
sufficient distribution. To secure a satis- 
factory market, however, it may be said 
that about £50,000 of capital is a reason- 
able minimum. 


If it appears that there are not enough 
shares to create a good market, the situa- 
tion may be assisted by setting up units 
of 5/- each instead of the usual denomina- 
tion of 20/-. 


CONCLUSION 


It may be felt that the foregoing recital 
of details of work involved in finding 
capital may have stressed the difficulties. 
That was not intended. There should be 
no serious difficulty in securing outside 
’ capital if the proposition is sound. A con- 
siderable amount of work, however, is in- 
escapable because certain standards must 


be observed. These standards have been 
set up by the Companies Act, by the 
Stock Exchange, and by accepted usage, 
and they are designed to protect the in- 
vesting public. Compliance with them 
may be a little irksome, but because of 
their existence the raising of capital has 
been greatly facilitated. 
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INHERENT LIMITATIONS OF ACCOUNTING 


(With particular reference to Productive-Enterprise Accounting) 


A. A. FirzGERALD 


(Being a paper presented to Section G at the 27th meeting of Australian and New 
Zealand Association for the Advancement of Science, Hobart, January, 1949.) 


I. Purposes of Accounting. 


II. Nature of the Accounting Process. 
III. Development of a Philosophy of Accounting. 


I. THE PURPOSES OF ACCOUNTING 


1. Like Statistics, of which it may be 
regarded as a highly specialised branch, 
accounting is a process of gathering, classi- 
fying, analysing and presenting numerical 
data. It is concerned with the provision of 
information relating to the financial re- 
sults of transactions and operations car- 
ried out by individual enterprises and 
other accounting ‘‘entities.’’ It is con- 
ducted from the standpoint of separate 
economic units, and relates to the transac- 
tions of each unit with the rest of the 
world, including owners or members of the 
unit. An accounting entity may be a 
single business, a branch of a business, a 
elub or association, a government depart- 
ment, a trust estate. The recording and 
classification of the data for each entity is 
effected through a self-contained, systema- 
tized record, based usually and preferably 
on double-entry bookkeeping. In some 
cases, however, information so collected in 
relation to two or more accounting entities 
may be combined, or ‘‘consolidated,’’ in 
order to disclose information as to the 
financiai affairs of groups of entities. 
Notable instances are the consolidated 
financial statements of a holding company 
and its subsidiaries and the Consolidated 
Revenue Statements and Loan Statements 
ef Governments. 

2. Accounting s‘atements, prepared 
from systematized bookkeeping records, 
are of two main kinds—one purporting to 
show the financial results of operations of 
the entity for a given period (usually not 
more than a year) and the other purport- 
ing to show the financial position of the 
enterprise as at the end of the period. 
These statements are called respectively 


the profit and loss statement and the bal- 
ance sheet. Their primary purpose is to 
give information to: 

(a) owners or members of the entity, or 

(b) managers or controllers of the en- 
tity. 

Within comparatively recently times it has 
become necessary for similar statements to 
be prepared for the information of : 

(ec) government agencies—such as taxa- 
tion commissioners, price control 
authorities, procurements depart- 
ments and various specialized super- 
visory bodies. 

There is a growing recognition of the de- 
sirability of insistence on publication by 
every ‘‘public’’ company of a minimum of 
financial information to: 

(d) the general public, including inves- 
tors, and employees, suppliers, cus- 
tomers, creditors and eompetitors of 
the company. 

Finally, it is sometimes suggested that ac- 
counting statements of productive enter- 
prises may, and should, be a useful source 
of information for: 

(e) economists and statisticians, par- 
ticularly in connection with ‘‘social 
accounting.”’ 

3. The needs of the several groups of 
persons who seek to dig useful information 
out of accounting statements are so diverse 
that it is not to be expected that any single 
form of statement will serve all of them 
equally well. Even as between owners and 
managers of enterprises there are differ- 
ences in the nature of the information 
sought. Owners are naturally predomin- 
antly interested in the capacity of an en- 
terprise to meet its obligations, and in the 
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profits which may safely be distributed as 
dividends. Emphasis here is on caution. 
Managers, on the other hand, though also 
interested in financial safety, are still more 
concerned with measurement as precise as 
possible of operating results, as a guide to 
future policy. Emphasis here is on con- 
sistency in the methods of measurement 
used in successive periodical statements. In 
other words, under-statement in financial 
reports prepared for owners has in the 
past been regarded as a virtue, or at least 
condoned: in reports prepared for mana- 
gers, under-statement may be as seriously 
misleading as over-statement. So far as 
profit and loss accounts are concerned, 
under-statement of results in one period 
inevitably results in over-statement in 
some later period. Moreover, the amount 
of detail needed to inform owners is often 
much less than that needed to inform 
managers; and a form of balance sheet or 
profit and loss statement which is satis- 
factory for owners may fail to emphasize 
relationships which are significant for 
management purposes. So, accounting 
statements prepared primarily for the in- 
formation of owners are not necessarily 
sufficiently informative to managers, be- 
cause of defective form, inadequate detail. 
or the accounting doctrines on which they 
are based. 

4. In practice, these differences between 
the needs of owners and the needs of 
managers have been met, so far as form 
and contents of the statements are con- 
cerned, by preparing two sets of state- 
ments. For example, in company account- 
ing, a ‘‘private’’ balance sheet and profit 
and loss statement is often prepared for 
the information of managers and directors 
(and, indeed, in Victoria is required by 
law), and a ‘‘published’’ balance sheet and 
profit and loss statement for the informa- 
tion of shareholders. In their final results, 
these two sets of statements are not in- 
consistent ;' but the private statements 
naturally contain much more detail than 
do the published statements, and there 
may be radical differences in the form of 
the two sets of statements. Increasing at- 


*Victorian company law requires that the 
“*private’’ balance sheet shall give ‘‘the details 


on which the 
founded.’’ 


sharehelders’ balance sheet is 


The Australian Accountant 


tention is being given by accountants to 
new forms of management statements de- 
signed to facilitate analysis and interpre- 
tation from the managerial standpoint. 

5. These differences in form and content 
of accounting statements are important as- 
pects of a rapidly developing technique 
of accounting presentation. Even more im- 
portant and far-reaching, however, is the 
fact that, within a _ generation, long- 
accepted accounting doctrines have been 
called into question on the ground that 
their application results in accounting 
statements which are uninformative, and 
which > may even be _ misleading, to 
managers. 

In particular, the doctrine of caution 
(miscalled the doctrine of conservatism) in 
accounting statements is now almost com- 
pletely discredited, though only a few 
years ago it was accepted without ques- 
tion by the great majority of accountants 
and company directors. 

Its place has been taken by the doctrines 
of disclosure and consistency: it is now 
generally believed that accounting state- 
ments should be so prepared as to give 
maximum possible information and to pre- 
serve comparability, from period to period, 
of the disclosed results and the financial 
position of any accounting entity. 

6. This substitution of. disclosure and 
consistency for ‘‘conservatism’’ has taken 
some accountants unawares, though it has 
been urged by many teachers and compara- 
tively few practitioners for twenty or 
thirty years. It has been given authorita- 
tive endorsement in recommendations of 
leading institutes of accountants in U.K. 
and Australia, and legislativé sanction in 
the U.K. Companies Act, 1948, which came 
into operation on July 1, 1948. Shortly 
put, secret reserves in the published state- 
ments of companies in U.K. are now illegal, 
and elaborate provisions have been made 
to ensure that both the creation and the 
use of reserves will be clearly disclosed to 
shareholders. The past ten years or so has 
produced a _ revolution in accounting 
thought, the implications of which are not 
yet fully developed. Recognition of differ- 
ences in the needs of managers as com- 
pared with owners was, of course, one only 
of the causes of this revolution. The Cohen 
Committee on Company Law Amendment, 
on whose recommendations the U.K. Com- 
panies Act, 1948, was based, noted the 
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Purposes of Accounting—continued. 
change in outlook as ‘‘according with an 
awakening social consciousness’’; revela- 
tions, in a series of spectacular cases in 
England and U.S.A., of the dangers of 
treating shareholders as ‘‘sheep who would 
look up if they were not fed’’ were con- 
vincing arguments; and by no means the 
least powerful impulse came from a too- 
long-delayed realization that financial 
policy and accounting are distinct and 
separable. It is the function of accounting 
to furnish information. Armed with ac- 
counting and other data, financial manage- 
ment determines policy. The case for cau- 
tion in financial policy is unquestioned, 
but cautious financial policy does not de- 
pend upon obscurity in accounting state- 
ments. 

7. Whatever the causes of abandonment 
ef the attempt to justify ‘‘conservatism’’ 
and non-disclosure in accounting state- 
ments, it should no longer be possible to 
allege against accountants, as H. R. Hat- 
field did many years ago, that ‘‘The ac- 
countant transcends the conservatism of 
the proverb, ‘Do not count your chickens 
before they are hatched,’ saying, ‘Here are 
a lot of chickens already safely hatched, 
but for the love of Mike use discretion 
and don’t count them all, for perhaps some 
will die’.’’*? It may well be that the new 
accounting doctrines will lead quickly to 
a revision of many accounting practices de- 
vised in the belief that they served the 
interests of owners and that the account- 
ing conventions on which statements for 
owners have been based will be brought 
into closer reconciliation with those on 
which statements for managers should be 
based. But it will still be necessary for 
separate sets of statements to be prepared 
for these two groups of interested parties, 
if only because of differences in the 
amount of detailed information needed. 

8. Turning to the way in which account- 
ing serves the information-needs of govern- 
ment agencies, it is again obvious that ac- 
counting statements prepared primarily 
for other purposes do not necessarily 
satisfy these needs. Even the detailed bal- 
ance sheets and profit and loss statements 
prepared for management purposes are 
not, in themselves, satisfactory for the 


*Quoted by Harry Norris: Accounting Theory 
page 79. 
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purposes of income tax returns. This is so 
because the accountant’s concept of profit 
is not identical with the legal concept of 
taxable income. Nor, to take another ex- 
ample, is the interpretation of cost used in 
a profit and loss statement necessarily ac- 
ceptable to price-control authorities, even 
though it may be unexceptionable from the 
standpoint of accounting theory. These 
difficulties are met quite simply in prac- 
tice, because the government agency is 
usually in a position to require such am- 
plification or amendment of the accounting 
statements as it needs. The important 
point, for the purposes of our present ex- 
amination of the way in which accounting 
responds to the demands made upon it, is 
that accounting statements prepared for 
one purpose are unlikely to be equally 
useful for other purposes. This is not 
merely because of form and contents, but 
also because of conflicting concepts or 
theories. 

9. The law recognizes no public right to 
access to the accounting statements of 
privately owned enterprises, except in the 
ease of ‘‘public’’ companies. Accounting 
statements issued by ‘‘public’’ companies 
to their shareholders are also, by company 
law, required to be published in various 
ways to the world at large. It seems rea- 
sonable that no more information should 
be given to non-members than to members, 
and the requirements of modern Com- 
panies Acts as to the contents and form 
of the published statements are designed 
to ensure that no more and no less infor- 
mation shall be insisted upon in _ these 
statements than is reasonably consistent 
with the respective moral rights of the 
company and the community. But, be- 
cause of the technical nature of account- 
ing statements, and more particularly 
their inherent limitations, there is always 
danger of misinterpretation of their mean- 
ing. It is urgently necessary that there 
should be much better popular under- 
standing of the limitations of accounting. 
The increasing tendency to express pub- 
lished accounting statements as far as pos- 
sible in non-technical language and form 
is all to the good, in this respect at least. 

10. It remains to consider the special 
interest in accounting statements of econo- 
mists and statisticians. In particular, in- 
formation is needed for such purposes as 
measurement of national income, the 
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Purposes of Accounting—continued. 
branch of economics to which J. R. Hicks 
has given the name ‘‘Social Accounting.’ 


11. It seems to be generally recognized 
by economists and statisticians that the 
published accounts of public companies are 
not of much use as a source of information 
for economic studies. In the first place, 
they do not cover the whole field of 
privately owned productive enterprise : the 
financial statements of businesses owned 
by individuals, partnerships or proprie 
tary limited companies are not published. 
Secondly, the practice commonly used in 
the past of creating secret reserves in years 
of prosperity and seeretly drawing upon 
them in years of adversity has seriously im- 
paired the value of those statements which 
are published. In future, this distortion of 
the information contained in public com- 
pany balance sheets and profit and loss ac- 
counts will be removed, in great measure if 
not entirely. But there will still remain a 
third snag, namely that the detailed in- 
formation given in published statements 
is insufficient. Accordingly, it is not sur- 
prising to find that J. R. Hicks has little 
faith in the information-value of company 
statements.* 

12. The question arises whether the spe- 
cial-purpose financial statements of com- 
panies, published primarily for the benefit 
of shareholders, could satisfactorily be 
made to serve other purposes, such as the 
needs of economists: and, if so, whether it 
is desirable that-they should. On this ques- 
tion, most accountants would agree with 
the conclusion of the Cohen Committee : 


* The Social Framework, p. 6. It may be ques- 
tioned whether the use of this name is wise, since 


it may lead to the inference that methods of 
measurement used by economic statisticians are 
identical with those customarily used by 
accountants. 

* The Social Framework, p. 7. ‘‘ All large busi- 
nesses, organized as companies, are obliged by law 
to publish accounts, primarily for the benefit of 
their shareholders. In most cases, these published 
accounts are rather uninformative for the pur- 
poses of economic study: they do not give any 
more information than they have to, and that does 
not take us very far. But there are some im- 
portant exceptions. The accounts of banks are 
published at very frequent intervals, and although 
they do not always tell us all we should like to 
know, very important information can be ex- 
tracted from them.’’ Interestingly enough, in re- 
spect of these very accounts, defence of the doc- 
trine of conservatism is still very strong. 
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‘*We have also considered sugges- 
tions that, to assist those responsible 
for framing general economic policy, 
companies should be required to dis- 
close in their accounts details of sales, 
expenses of production, selling and 
distribution, administration and man- 
agement, and other like details. In our 
view, however, such information could 
not be given in sufficient detail to 
achieve the object in view without 
loading the published accounts, of 
which the primary purpose is te con- 
vey financial information in a form 
that can be assimilated by share- 
holders and creditors, with so much 
detail as to fail in that purpose. We 
consider that information required for 
general economic purposes would be 
more appropriately and conveniently 
obtained through some such machinery 
as the Census of Production Act, un- 
der which information could be re- 
quired in greater detail than could be 
practicable in published accounts.’”® 

13. If that is the right view, private 
economists and research workers will have 
to depend on information collected or 
sampled and tabulated by the census 
method by government statisticians. Now, 


admittedly, business management has be- 


come accustomed in recent years to the ob- 
ligation to furnish to various government 
agencies a mass and variety of detailed 
information. But these obligations are 
never willingly accepted when they neces- 
sitate troublesome and expensive re-vamp- 
ing of information which has been pre- 
pared in another form and on a different 
basis for business purposes. It would ob- 
viously be a great advantage if information 
required by statisticians could be fur- 
nished merely by expanding the informa- 
tion contained in the financial statements 


‘of businesses. That is to say, the attempt 


should be made to ascertain whether there 
are fundamental differences between eco- 
nomic and accounting concepts; and, if 
there are, whether accounting theory - 
could, and should, be brought into closer 
agreement with economic theory. 

14. It appears that many economists at 
least (including some who are more than 
ordinarily acquainted with accounting 
theory and method) believe that there are 


° Report of the Cohen Committee, p. 54. 
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Purposes of Accounting—continued. 
radical differences in outlook between ac- 
countants and economists, and that these 
differences should be removed by revision 
of accounting theory. Dr. H. W. Singer, 
for example, in a memorandum on The 
Measurement of Profits,® prepared by him 
for the Research Committee of the Society 
of Incorporated Accountants, said— 
‘“‘The divergencies between’ the 
views of accountants on the one hand 
and of the economist and statistician 
on the other hand in such matters as 
stock valuation or depreciation policy 
or proper calculation of profits are 
well known. In order to understand 
these divergencies, it is important to 
realize that very much more is in- 
volved than questions of mere tech- 
nique or the limited principles 6f 
original cost or replacement cost. A 
deep difference in outlook and ap- 
proach divides the accountant from 
the economist. All the minor divergen- 
eles spring from this source. Unless 
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we realize what this basic difference 
is, we shall not be able to penetrate 
each other’s mind or understand each 
other’s arguments. Discussion would 
be futile, since it would fail to bring 
out the real points at issue.’’ 

15. I do not know whether these views 
of Dr. Singer are shared by Australian 
economists: as far as I know there has been 
little or no examination in this country of 
the relationship between economics and 
accounting. If Australian economists do 
find in accounting ‘‘a deep difference in 
outlook and approach’’ from their own, 
such an examination is long overdue. This 
paper is an attempt to explain to a group 
ef economists the nature of accounting 
processes and the consequent limitations of 
accounting as now practised. It does not 
pretend to go further than that. In par- 
ticular it does not purport to express the 
views of the accountancy profession on the 
questions which are said to be at issue be- 
tween economists and accountants. 


II. NATURE OF THE ACCOUNTING PROCESS 


16. As said above, the major purpose of 


accounting is to present periodically 
analysed financial statements of two kinds 
—the profit and loss statement showing 
financial results of operations for a period, 
and the balance sheet showing financial 
position as at the end of that period. The 
central accounting problem is the mea- 
surement of ‘‘profit,’’ and profit in ac- 
counting has a specialized meaning. The 
balance sheet has important uses, but ac- 
counting theory is now tending towards 
emphasis on the profit and loss statement, 
because for some of the newer uses of 
accounting it is thought to be the more 
important. The two statements are inter- 
dependent. A balance sheet is a tabulation, 
in more or less conventionalized form, of 
the ledger balances which remain ‘‘open’’ 
after the profit and loss account has been 
prepared. 

17. If accounting dealt with the finan- 
cial results of operations of an enterprise 
over its whole life, there would be no ac- 


* Reproduced in F. Sewell Bray: Precision and 
Design in Accountancy, pp. 116-120. See also the 
exchange of letters between Mr. Bray and Dr. 
Singer and between Mr. Bray and Mr. Harry 
Norris on pp. 120-137. 


counting problem, except that of the 
organization of routine collection and clas- 
sification of data.* There would be no need 
for a balance sheet, and the measurement 
of profit would be simpli¢ity itself. Dia- 
gram A—Measurement of Profit over the 
Lifetime of an Enterprise—illustrates this 
point. 

18. ‘‘Profit,’’ over the lifetime of an en- 
terprise, is the excess of revenue received 
over cost paid, or (which comes to the 
same thing) the excess of capital repaid 
over capital contributed to the enterprise. 

It is important to observe that this profit 
is expressed in terms of varying money 
values. It ignores the fact that money re- 
paid to owners at various times may haye 
different purchasing power from the 
money contributed by owners at various 
times. 

19. All the difficult accounting problems 
arise from the fact that, except in rare 
instances of disconnected ventures, it is 

7 Fortunately, in double-entry bookkeeping we 
have an efficient and extraordinarily adaptable 
system of recording and classifying. Devised no 
one knows when, but certainly at least five or six 
hundred years ago, it has remained unchanged in 


essentials ever since, and has effectively met every 
demand made on it by accountants. 
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Figure A.—Measurement of Profit over Lifetime (Productive Enterprise). 
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Figure B.—Periodical Measurement of Profit and Financial Position (Productive Enterprise). 
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Nature of Accounting Process—continued. 
impossible to await the termination of an 
enterprise before measuring its profit. In- 
deed, businesses organized as companies 
have theoretically perpetual life. Attempts 
at measurement of profit and of financial 
position must be made at frequent inter- 
vals. Nevertheless, it should be emphasized 
that no annual profit and loss statement 
and no balance sheet can ever be anything 
more than a tentative estimate. The only 
way in which an absolutely accurate mea- 
surement can be made of profit (even ex- 
pressed in changing money values) is to 
wait until the enterprise ends: and if the 
enterprise never ends, there can never be 
exact measurement.® 

20. The preparation of these tentative 
estimates involves collection and classifica- 
tion of a mass of significant financial data; 
and, at intervals, the formation of judg- 
ment as to the amount of revenue which 
should be regarded as having been earned 
within a stated period and the amount of 
cost which should be regarded as having 
been consumed in earning that revenue. 
In accounting jargon this is the ‘‘match- 
ing’’ of cost and income. The profit and 
loss statement shows the result of this 
‘‘matching’’; the balance sheet shows the 
revenues and costs not yet ‘‘matched,’’ 
together with the capital not yet repaid, 
liabilities not yet discharged, cash funds in 
hand, revenue not yet collected and readily 
realizable investments not yet realized. 
Revenue earned is, of course, not neces- 
sarily identical with revenue received ; cost 
consumed is not necessarily identical with 
eost incurred. 

21. Diagram B— Periodical Measure- 
ment of Profit and Financial Position 
(Productive Enterprise) — shows, in the 
simplest terms, how the process of pre- 
paration of a profit and loss statement and 
a balance sheet operates. 

22. Here again, it will be observed that 
“*profit’’ is expressed in money value, on 
the unrealistic assumption that money has 
a constant value. It should also be noticed 
that : 

(a) Up to the point at which the opera- 

tion of a business results in sale of 


*This important limitation is recognized in the 
new U.K. Companies Act, which requires auditors 
to state whether financial statements are ‘‘ true 
and fair,’’ not ‘‘true and correct’’ as in previous 
Acts. 


(b) 


(e) 


(d) 


(e 


(g 


— 


(Continued on page 121.) 
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goods or services, accounting re- 
cords are expressed in terms of 
original money-cost ; 
At the point of sale original money 
cost is matched with revenue 
earned, expressed in money-value at 
the time of sale; 
‘*Matching’’ involves an expression 
of opinion as to the proportions of 
money-cost incurred which should 
respectively be matched with cur- 
rent income and carried forward 
(in the balance sheet) to be 
matched with future income: note 
particularly the treatment of cost of 
equipment, materials and services 
unconsumed and of finished product 
unsold ; 
Accounting statements are, there 
fore, in part only expression of re- 
corded fact: in part, they are ex- 
pressions of opinion; 
There is a vital distinction between 
accounting ‘‘profit’’ measured by 
the matching process and ‘‘retained 
profit’? determined by financial 
policy: the distinction now being 
drawn between provisions and re- 
serves is a distinction between— 

(i) Charges which are made as 
as part of the matching process, 
and 

(ii) Retention of portions of ac- 
counting ‘‘profit’’ in order to 
arrive at the amount of profit 
which should be retained in the 
business in the interest of finan- 
cial prudence ; 

Until quite recently, the distinction 
between reserves and provisions was 
commonly slurred, with the result 
that disclosed profits were often not 
pure accounting profits, but what 
remained of accounting profit after 
some portion thereof had _ been 
secretly retained ; 

Accounting has developed from 

double-entry bookkeeping, not on 

the basis of a coherent, consistent 
body of theory, but as an applica- 
tion of a series of arbitrary rules, 
many of which are apparently con- 
flicting and some of which are logic- 
ally indefensible: these rules are 
derived from experience, business 
custom and law rather than from a 
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INHERENT LIMITATIONS OF ACCOUNTING—continyed. 


Nature of Accounting Process—continued. 
philosophy of accounting and eco- 
nomic theory has so far made little 
or no impression on accounting 
theory, though there are echoes of 
Adam Smith in the attempt, once 
common in accountancy texts and 
in the courts, to draw a hard and 
fast distinction between capital and 
revenue and between fixed and cir- 
culating assets ; 


(h) The distinction between capital and 
revenue is now seen to have been 
fallacious: in practice no such dis- 
tinction exists, separate cash funds 
are not maintained for capital and 
revenue respectively, and there is 
no distinction between fixed and cir- 
culating assets, except in the sense 
of varying rates of consumption in 
earning income. 


III. DEVELOPMENT OF A PHILOSOPHY OF ACCOUNTING 


23. Codification of accounting rules and 
vonventions into a philosophy of account- 
ing is a comparatively recent development. 
In the past twenty years—and more par- 
ticularly the past ten years—remarkable 
progress has been made towards agreement 
amongst thoughtful accountants. The re- 
commendations on accounting principles of 
such associations as the Institute of Char- 
tered Accountants in England and Wales 
and the American Institute of Accountants 
have gone a long way in giving authorita- 
tive endorsement to the theory developed 
by such men as Paton and Littleton, of 
U.S.A., de Paula, Bray, Norris and Leake, 
of England. 

24. In those respects in which divergence 
between the approach of the economist and 
that of the accountant is most noticeable, 
erystallization of accounting concepts has 
also been greatly accelerated in recent 
years. In particular, the theory that ac- 
counting is concerned with the ‘‘division 
of costs incurred between the present and 
the future in the process of measuring 
periodic income’’;* that ‘‘depreciation ac- 
counting has no direct relation to the 
problem of replacement’’;!° and that ‘‘his- 
torical costs are in point of fact the only 
real objective dependable data available 
for the construction of accounting re- 
cords’’"! is now strongly held by account- 
ants, even though they are well aware that 
this theory ignores the fact that money 
has variable values. Perhaps the only 
serious inconsistency which remains in 

*Paton & Littleton: An Introduction to Cor- 
porate Accounting Standards, p. 67. 

*Ibid., p. 66; see also pp. 130-139, P. D. 
Leake: Depreciation and Wasting Assets; Harry 
Norris: Accountancy Theory, Chap. VI; and F. 
Sewell Bray, Precision and Design in Account- 
ancy, Chap. ii and Appendices VII-XIII. 

“F. Sewell Bray: Precision and Design in Ac- 
countancy, p. 121. 


modern accounting theory is the odour of 
sanctity which still surrounds the ‘‘lower 
of cost or market’’ rule for ‘‘valuation of 
stock-in-trade.’’ This rule is now under 
hostile fire as illogical, distorting in its 
effects on measurement of profit, and a 
violation of the ‘‘principle’’ that cost 
matched with revenue should be historical 
money-cost and not a complex of money- 
cost and expectation of future loss.! 

It may well be that the rule will be aban- 
doned, as an accounting device, in the rea- 
sonably near future. 

25. But this approach to agreement 
among accountants has not yet brought 
accounting theory into any closer relation- 
ship with economic theory. Indeed, it may 
be said to represent a hardening of ac- 
counting thought against the views of 
economists. 

26. Some instances of the divergencies 
between economists and accountants may 
be mentioned. 

Dr. H. W. Singer thinks that account- 
ants should abandon measurement of 
money profits in favour of a method of 
measurement of ‘‘true’’ profits. K. Lacey 
believes that the accounting concept of 
profit results in exaggeration of the trade 
eycle, because it inflates profit in times of 
rising prices and deflates it in times of 
falling prices.’ Richard Stone maintains 


“Cf. Paton & Littleton: An Introduction to 
Corporate Accounting Standards, pp. 77-81; and 
F. Sewell Bray: Precision and Design in Account- 


ancy, pp. 131-132. But see also Harry Norris: 
Accounting Theory, Chap. VII for a modified de- 
fence of the rule. 

'*The Economic Journal, December, 1947: pp. 
1456-74. : 

* But would not a smoothing-out of apparent 
profits be itself a distortion of facts? Profits do 
fluctuate: Smoothing them out conceals fluctua- 
tions, whether it is effected by secret reserves or 
by replacement-value accounting. 


B 
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that the purposes of allowances for depre- 
ciation is ‘‘to provide a fund which will 
enable the equipment to be replaced by the 
time it is worn out’’;'® and his proposed 
‘working system of social accounts’’ ap- 
pears to assume a distinction between the 
operating account and the capital account 
of productive enterprises which is foreign 
to accounting theory and not consonant 
with accounting practice. Thus Stone 
would exclude from operating profits ‘‘in- 
ventory profits,’’ i.e., profits resulting 
from changes in the price level of unsold 
stocks. 

27. Various proposals have been made 
for the amplification of accounting data, 
without interference with existing account- 
ing processes, so as to provide information 
as to real profits. These proposals include: 

(a) Suggestions made by F. Sewell 

Bray for the division of profit and 
loss statements into two parts — 
one showing the measurement of 
profit in terms of accounting con- 
cepts, the other showing the reser- 


4 Definition and Measurement of the National 
Income and Related Totals, Appendix to Measure- 
ment of National Income and the Construction of 
Social Accounts, p. 59. Contrast P. D. Leake: 
Depreciation and Wasting Assets, p. 60. ‘‘The 
annual provision for depreciation has nothing to 
do with the future but relates solely to the past.’’ 
Also, Paton & Littleton: An Introduction to Cor- 
porate Accounting Standards, p. 66. ‘‘ Deprecia- 
tion accounting has no direct relation to the 
problem of replacement.’’ 
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vations of accounting profit neces- 
sary to bring retained profit and 
asset values into line with current 
values ;!® and 

proposals made by Henry W. 
Sweeney!’ for supplementary state- 
ments converting profit and loss 
statements and balance sheets into 
current value statements by the ap- 
plication of cost-of-living index 
numbers. 

28. Examination of these proposals is 
beyond the scope of this paper. It is hoped 
that, on an appropriate occasion, they may 
be made the subject of joint examination 
by an economist and an accountant in this 
country. Sweeney’s proposal is, of course, 
more far-reaching than Bray’s. As W. A. 
Paton has said,'* proposals for replace- 
ment-value accounting for fixed assets and 
stock-in-trade are nothing more than 
nibbles at a very difficult problem—how 
to recognize in accounting losses or gains 
resulting from changes in the value of 
money. 


= Precision and Design in Accountancy, pp- 
131-133. 

Stabilized Accounting. 

"The Accounting Review, April, 1948, p. 123. 
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DON’T MARRY IN HASTE 


J. M. Groom, A.I.C.A. 


Once upon a time a man could marry 
‘with benefit of clergy’’ with very little 
regard to any other factors than his per- 
sonal happiness and prospects of being able 
adequately to support a family in the 
future. To quote a famous historical per- 
sonage, ‘‘we have changed all that.’’ The 
Federal Government have in the amending 
Income Tax Assessment Act 1948 intro- 
duced factors which must give the pros- 
pective benedict furiously to think. 

The amended definition of ‘‘relative’’ to 
be applied throughout the Income Tax 
Assessment Act reads as follows: 

‘*Relative’’ in relation to any person 
means any of the following, namely: 

(a) parent, grandparent, brother, sister, 

uncle, aunt, nephew, niece, lineal 
descendant or adopted child of that 
person or of his or her spouse; and 

(b) the spouse of that person or of any 

other person specified in paragraph 
(a) of this definition. 

It sounds quite simple and _ straight- 
forward, doesn’t is? Let us, however, com- 
mit this innocuous definition to a chart 
(p. 124) and then give it a little closer 
examination. 

Examination of this diagram will indi- 
dicate that the position is far more formid- 
able than appears on the surface. The 
solid circles indicating relatives refer to 
the relatives themselves, while the hollow 
circles represent the spouses of those rela- 
tives who are also brought into the defini- 
tion of relative of the taxpayer, and there 
is no doubt that the authorities, after hav- 
ing suffered somewhat ignominous defeats 
in the Adelaide Motors and West Aus- 
tralian Tanners cases (which were mainly 
responsible for this amended definition of 
““relative’’) will leave unexplored no pos- 
sible avenue of utilizing the definition to 
establish a company as being a ‘‘ private 
company’’ within the meaning of the Act. 

Let us start with a taxpayer who has 
not yet taken unto himself a wife. Should 
he be a shareholder in a private company 
then any other shareholders who fall 
Within the category of ‘‘relative’’ as de- 
fined are regarded as being one with the 


? 


taxpayer for the purpose of construing 
the definition of ‘‘private company’’ un- 
der section 103 of the Act. 
These are the persons who must be taken 
into consideration as being one entity : 
(a) the taxpayer, 
(b) his father, 
(ec) his mother, 
(d) his father’s second wife, if any, 
(e) his mother’s second husband, if 
any, 
his uneles, 
his aunts, 
the wives and husbands of his 
uncles and aunts, 
maternal and _ paternal 
fathers, 
maternal and 
mothers, 
second wives and husbands of 
grandfathers and grandmothers, 
brothers, 
(m) sisters, 
(n) brothers’ wives, 
(o) sisters’ husbands, 
(p) nephews, 
(q) nieces, 
(r) nephews’ wives, 
(s) nieces’ husbands, 
(t) adopted sons, 
(u) adopted daughters, 
(v) wives of adopted sons, 
(w) husbands of adopted daughters. 
‘*What a collection!’’ you may well say. 
Even this does not tell the whole story. 
The Act does not make clear the meaning 
of ‘‘uncle’’ and ‘‘aunt.’’ Does this mean 
only the brother or sister of the taxpayer’s 
father or mother? Or does it inelude also 
the wife or husband of such a brother or 
sister? Such a wife or husband is brought 
in automatically under paragraph (b), but 
if that husband or wife of the aunt or 
uncle is to be construed as an aunt or 
uncle directly, then it means that their 
spouses of a second marriage also become 
relatives of the unfortunate taxpayer. 
All the above complicated relationships 
apply only to a single taxpayer. Suppos- 
ing in a moment of aberration he takes unto 


grand- 


paternal grand- 
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Don’t Marry in Haste—continued. 

himself a wife. By so doing he not only 
adds to his person, for taxation purposes, 
his spouse, but also all her relatives of the 
same description as his own. 

In addition, once having married and in 
the natural course of events having issue, 
he acquires a further addition to his rela- 
tives by his sons and daughters, their 
wives and husbands, their children and 
their wives and husbands, and so on ad 
infinitum. I can think of nothing more 
edifying than to see Methuselah or some 
of the old patriarchs acquiring a few 
shares in private companies. By the time 
the Commissioner and his legions had com- 
pletely organized all the relatives under 
the Act and then aggregated the additional 
taxes under Section 104 as amended, it is 
quite certain that private companies would 
have ceased to exist, as every man, woman 
and child of the population must inevit- 
ably be in the employ of the Taxation 
Department. 


I am reminded of Punch’s memorable 


advice to young men about to marry— 
‘*Ton’t!’’ The old ‘‘sueeess story’’ of the 
young man who made good in the boss’s 


business, was given a share in it and mar- 
ried the boss’s daughter must now become 
as dead as the dodo. He can have the 
choice of two rewards: either he can marry 
the boss’s daughter or he can have a share 
in the business (provided he is not already 
some obscure ‘relative of the boss). He 
can’t have both, as if he were to be so re- 
warded he would, in all probability, lose 
far more financially than he could gain 
through the dubious advantages of con- 
nubial bliss. 

[t isn’t only the employee or even the boss 
himself who must be careful about his 
matrimonial excursions. The shareholder 
must also keep a hawklike eye on the con- 
jugal proclivities of all his relatives within 
the degrees stated. If, during the course of 
the festivities following the declaration of 
a dividend under Section 107, the share- 
holder’s widowed grandfather meets and is 
attracted to a gay young female who holds 
a considerable number of shares in the 
company but is not at the time related to 
any of the other shareholders, grandfather 
must be deterred at all costs from assum- 
ing an unwarranted rejuvenation and div- 
ing headlong into the stormy seas of matri- 
mony. Apart from the effect on grandpa, 
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the financial results to the company may be 
disastrous. 

Father must also keep a vigilant watch 
over his offspring and their suitors. A 
small public company which is getting 
along quite nicely, thank you, may sud- 
denly find itself on the rocks of Division 7 
owing purely to the inadvertently rash 
marriage of one of its shareholders. 

I can hear some readers rubbing their 
hands in glee and saying, ‘‘This is all very 


‘well, but thank goodness it doesn’t affect 


me. I’m not running a private company 
and the only relatives concerned in my 
business are those from whom I borrow 
money and those I employ.’’ Ah, that is 
where you make the mistake. This little 
word ‘‘relative’’ doesn’t only occur in the 
provisions dealing with private companies. 
It also crops up in Section 160 (conces- 
sional rebates) and, far more important, in 
Section 65. This is what Section 65 (1) 
Says: 

Subject to this section, payments 
becoming due in the year ef income 
by a taxpayer to a relative shall be 
allowable deductions only to the ex- 
tent to which, in the opinion of the 
Commisisoner, they are reasonable in 
amount and bona fide made in the pro- 
duction of assessable income. 

This is a nasty little section. In the past, 
in most cases, the Commissioner has only 
applied it to members of the taxpayer’s 
immediate family, but a big stick has been 
put into his hand and no doubt he will 
wield it to the best advantage. It is now 
no use employing any of the thundering 
herd of relatives quoted above on nice 
quiet jobs at excessive salaries when they 
happen to be in declining years or other- 
wise infirm, just because you feel a moral 
obligation to keep them going or your wife 
has talked you into it. In the past you 
might have got away with this sort of 
thing, particularly as it seemed a good way 
of keeping the money in the family and 
at the same time benefiting from the de- 
duction. It is a reasonable assumption that 
the Commissioner will in future ask for 
the relationship of all employees and per- 
sons to whom other payments may be 
made, so that he may exercise his power 
under Section 65. You will notice that the 
Commissioner is empowered to allow only 
those deductions which in his opinion are 
reasonable and bona fide. If he thinks that 
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Don’t Marry in Haste—continued. 

you are paying grandfather, who is 
92, £500 a year when all the old gentleman 
does is sit in the sun outside the factory 
door, then down he comes and out goes 
your deduction. 

This doesn’t stop at wages paid. You 
may have borrowed money from a wealthy 
uncle to finance your business and perhaps 
have been paying him 10% interest. The 
Commissioner looks at this, says that in 
his opinion it is not reasonable in amount, 
and reduces the deduction to, for instance, 
4%. You have very little cause for argu- 
ment. 

Again, supposing that the interest on the 
loan is reasonable, say 44%, perhaps your 
uncle does not worry about collecting the 
amount but just lets you credit it to his 
account, taking the chance as to whether or 
not it will ever be paid. If the lender is 
not a relative, the deduction would prob- 
ably be allowed, but in the case of a rela- 
tive the Commissioner would, in all likeli- 
hood, state that in his opinion the payment 
was not bona fide and would disallow it. 
There are unfortunately numerous grounds 
on which the Commissioner could question 
the bana fides of such transactions. 

Turning to Section 160, we find that 
under paragraph (a) of sub-section (2), 
if the taxpayer is a widower he is entitled 
to a rebate of £150 for a female relative 
taking care of his children under 16, sub- 
ject, however, to an income limitation on 
the said relative. On the other hand, un- 
der paragraph (ab) he would be entitled 
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to a rebate of £150 for a non-related per- 
son performing the same duties irrespec- 
tive of what that person’s income might be 
(and, incidentally, looking after not only 
the taxpayer’s own children or step- 
children, but any other children under 16 
wholly maintained by him). 

Supposing the taxpayer’s deceased 
wife’s maternal grandfather’s second wife, 
being hale and hearty and capable of cop- 
ing with a brood of refractory youngsters, 
is living with the taxpayer and looking 
after his children. If her income is £101 
the taxpayer is not entitled to any rebate 
for her, being a relative. On the other 
hand, if a similar old lady not related per- 
forms the same duties he is entitled to a 
rebate of up to £45 irrespective of what 
private income the good lady has. 

It looks as though widowers must em- 
ploy only indigent relatives to keep house 
and look after their children or, alterna- 
tively, must rely on complete strangers. 

It has been truly said that that country 
is best governed which is least governed. 
Certainly our everyday acts are largely 
circumscribed by legislation, but things 
have come to a pretty pass when what is 
ostensibly a revenue collecting measure be- 
comes the arbiter of the advisability or 
otherwise of committing matrimony. We 
might even reach the stage where a man 
might be foreed to divorce his wife in order 
to get rid of her encumbering relatives. To 
quote our friends across the Pacific, ‘‘ You 
wouldn’t read about it.’’ 


AUSTRALIAN CONGRESS ON ACCOUNTING 


SYDNEY, 21st-25th NOVEMBER, 1949. 


Additional details are now available re- 
garding the Congress which is being spon- 
sored by: 

The Institute of Chartered Accountants 

in Australia; 

Commonwealth 

ants; 

Federal Institute of Accountants; 

The Association of Accountants of Aus- 

tralia; 


Institute of Account- 


The Australasian Institute of Cost Ac- 
countants. 

The general topic of the Congress will 
be to stress current trends in the theory 
and practice of accounting and will re- 
late to some central theme descriptive of 
the present increasing scope of the duties 
and responsibilties of accountants. 

This theme was advisedly adopted by 
the Management Council in order that the 
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Australian Congress of Accounting—continued. 
lecturers might select topics enabling 
them to give an exposition of the many 
changes which are occurring in account- 
ing thought. Accounting thought is vir- 
tually in revolution as many of our ac- 
cepted practices and doctrines have 
become outmoded in the past ten years. 
New methods and new thoughts on ae- 
counting will be presented to the Con- 
gress by some of Australia’s best lec- 
turers on accounting. In _ addition, 
arrangements are well advanced for out- 
standing overseas accountants to attend 
the Congress and to deliver papers. It is 
anticipated that these will include Mr. 
Gilbert Shepherd, immediate past Presi- 
dent, Mr. R. W. Barkes, C.B.E., Secretary 
of the Institute of Chartered Accountants 
in England and Wales. Another authority 
well known to most accountants in Aus- 
tralia because of his text books and other 
writings has also been invited to address 
the Congress. Each lecturer will be 
assisted by three commentators, and 
already considerable research has been 
undertaken by some of the lecturers re- 
garding the contents of their papers. 

Altogether it seems that the Congress 
will be the gathering place for a lot of 
outstanding talent. The names of the 
lecturers and the subjects chosen ensure 
that the Congress will be the outstanding 
event in accounting in Australia for many 
years. 

Although the actual titles of the lee- 
tures have not been chosen the subject 
matter of the lectures will be: 


The Formation of Accounting Stan- 
dards. 


The Newer Contribution of Cost Ac- 
counting to Management. 

The Development of Auditing Stan- 
dards. 

The Widening 
Accountants. 

Edueation and Training for Account- 
ants. 

Accountancy and Economic Concepts. 


Responsibilities of 
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The Management Council and its offi- 
cers elected as representatives of the 
various institutes are as follows: 

OFFICERS 
President: F. H. Way. 
Vice-Presidents: Conrad F. Horley 
H. R. Irving 
R. G. Jackson 
O. H. Paton. 
Hon. Treasurer: R. D. Bogan. 
COUNCIL OF MANAGEMENT 
Cost 
Chartered 
Association 
Association 
Chartered 
Federal 
Cost 
Federal 
Association 
Federal 
Commonwealth 
Cost 
Commonwealth 
Commonwealth 
Chartered 


K. J. Bennetts 

H. W. Chaneellor.. 
W. Neville Harding 
Conrad F. Horley.. 
Ronald A. Irish 

H. R. Irving 

R. G. Jaekson 

W. G. Middleton 
D. C. J. Morrison. . 
C. M. Orr 

O. H. Paton 
Walter Scott 

F. Howe Talbot 

H. J. Trist 

F. H. Way 

Social events are being arranged which 
will satisfy all attending the Congress 
and the ladies who accompany them. 
Tentatively, arrangements are _ being 
made for the holding of: (a) Members’ 
Luncheon, President’s Reception, Ban- 
quet, Sports Day and Ball. 

At this stage, please note the location 
—Sydney; the date—21st to 25th Novem- 
ber of this year. If you are a visitor to 
Sydney the Accommodation Committee 
will locate suitable accommodation for 
you. Hotel accommodation at various 
rates, has been tentatively reserved for 
Inter-State and Country visitors. The 
need for reserving accommodation some 
months before the Congress is stressed. 
Members who intend visiting Sydney for 
the Congress should send particulars of 
their requirements to the Secretary of the 
Accommodation Committee—A. E. Dent, 
19 Bligh Street, Sydney. 
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LAW FOR AN ACCOUNTANT 


by 


J. A. L. Gunn 


One of the greatest pleasures in life is 
to cherish a belief and to find some one 
else expressing that belief in terms be- 
yond one’s own capacity. Such is the 
pleasure I have received from reading 
Mr. L. C. Voumard’s article “Legal Train- 
ing for Accountants” which appeared in 
the July, 1948, issue of the Journal. Ab- 
sence from Australia last year explains 
the tardiness of this tribute. 

I hope and expect that Mr. Voumard’s 
article will make history and that it will 
not be long before his views will be re- 
flected in the revised examinations of the 
several Accountancy Institutes and other 
examining bodies. 

Mr. Voumard cites the first year ac- 
countancy student who asks, “Why do 
we as accountancy students, need to know 
law when we are not going to be lawyers?’’ 
This is a fair question, and the burden 
rests not on the challenger but on the 
examining bodies. Before attempting to 
answer the question, let us try to answer 
another? How do we come to have so much 
law in our examinations? To answer this, 
we must go back to the beginning of things. 
At the outset the accountant’s sole fune- 
tion was to record history; he was never 
a maker of it. The art of recording finan- 
cial transactions was, and is, a simple one. 
One of our Justices learnt it on a wet Sat- 
urday and by six o’clock was converting 
trial balances into balance sheets with 
gusto. I keep as a museum piece the fourth 
edition of Professor L. R. Dicksee’s 
Advanced Accountancy, published in 1911. 
It consists of 436 pages with an appendix 
on The Law relating to Accounts by J. E. 
G. de Montmoreney, M.A., LL.B. (Can- 
tab.), of 29 pages. I would ask some en- 
quiring student to devote a wet Saturday 
to a comparison of this timeously excellent 
work with what is required of a final can- 
didate today. This comparison will reveal 
how little we had to know in those distant 
days. In this state of knowledge, how 
were we to call ourselves a profession? 
With this small market stall of wares, now 
was it possible to approach in status the 
lawyer and the other professionali men? 


The answer was plain; we had to pad out 
our examinations with masses of law. Then 
could we parade our examination papers 
before the world and show that we had 
passed a stiff test. And stiff it was. Over 
a quarter of a century ago I encountered 
in my early coaching days a question set 
in an examination of the then State Bank- 
ruptey Act. I was then employed as ac- 
countant with a firm of solicitors and eould 
seek the aid of some of the best brains in 
the legal profession. This question stumped 
them all. I then approached the Editor of 
Accountancy and Commerce, the organ of 
the old New South Wales Institute of Ac- 
countants. The Editor, instead of answer- 
ing it, suggested that I write an article on 
it for his journal. After slaving for a 
fortnight of evenings on the job, I pro- 
duced an article. The Editor decided that, 
although it was not worth any monetary 
reward, it was worth a corner in the jour- 
nal. As I make it a practice never to read 
anything I write unless driven into it, I 
cannot discuss the merits of this article, 
but I am certain it was a horror. That 
examination question has had dire con- 
sequences for you, dear Reader, for since 
that day I have not ceased writing for ae- 
countanecy journals. I ask forgiveness for 
this reminiscence. It is a mere manifes- 
tation of retrograde amnesia, which in 
turn is a symptom of senility. 

Since those days accountancy has made 
tremendous strides. The accountant’s ex- 
amination papers can now stand firmly on 
their own feet without any extraneous aid. 
We have no need to pad the tests with un- 
necessary law. Therefore, the present legal 
subjects must show cause why they should 
continue to exist. 

In reply to the first year student’s ques- 
tion—Why do we need to know law!—I 
suggest the following complementary an- 
swers to those given by Mr. Voumard: 

(1) All professional men must know the 
law relating to their own profession. 
For example, doctors must know a 
great deal of law. Accountants must 
know their responsibilities as auditors 
ander the general law and under such 
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statutes as the Companies Act. Mr. 
Montmorency’s 29-page appendix will 
not do the job today. 

In many instances, the accountant is 
the first to discover the need for legal 
help. In the course of his audit or 
accountancy work, he discovers that 
his employer or client has entered into 
a transaction which should be evi- 
denced in writing; or the transaction 
requires ratification by the Board; or 
it is ultra vires the Board itself and 
must be sanctioned by the share- 
holders; or, worse still, it is beyond 
the powers of the company. The 
transaction may amount to a braach of 
some law. Again, the relevant docu- 
ment may be dutiable or may require 
registration. The transaction may be 
destitute of effect because it fails to 
comply with the terms of a statute, 
or one of the parties is incapable of 
making a contract. The accountant 
must know enough to draw his client’s 
attention to the defect and persuade 
him to see his solicitor. In this way, 


apart from the very real service to 


the client, we are the handmen of the 
lawyer. I get perhaps most of my 
work from lawyers, but for every £1 
of work they have sent me, I have 
sent them £10. 

It is vitally necessary that the ac- 
ecountant and every other professional 
man should have some training in 
logic. In my opinion, the study of 
certain legal principles is the best 
method for the accountant to acquire 
that training. Forgive the digression, 
but I would like to illustrate this point 
by a homely illustration taken from 
experience. Someone dear to me was 
ill. The doctor said that the disease 
was either (non-serious) A _ or 
(serious) B. A certain test, if posi- 
tive, would determine that it was A. 
The test was negative. The doctor, 
therefore, concluded it was B. In my 
sleepless misery, I suddenly remem- 
bered Mr. Jevons. All things may be 
classified as A or non-A. It is certain 
that an attempt to classify all things 
as A or B will fail, for some will be C. 
Next day a specialist was consulted, 
who said the test proved that the dis- 
ease was B or something else.. After 
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further examination, he discovered 
that it was (non-serious) C. The 
above logical rule is strictly applied 
by the lawyer. For example, in the 
Income Tax Assessment Act, income 
is divided into two classes — income 
from personal exertion and income 
from property. Income from personal 
exertion is positively defined as A. 
Income from property is income which 
is not income from personal exertion, 
i.e., non-A. Any attempt to classify 
the two kinds of income by two posi- 
tive tests A and B would have failed. 

In this connexion, the draftsman made 
a mistake in s. 78 of the same Act. He 
classified gifts into gifts of money (A) 
and gifts in kind (B). Before long it was 
discovered that certain gifts of property 
were not gifts in kind. The Act had to 
be amended, with the result that gifts are 
now gifts of money (A) or gifts of pro- 
perty other than money (non-A). 

An amusing example illustrating the 
consequences of failure to observe the 
simple rule of A and non-A is to be found 
in footnote 19 of the report of Mr. A. A| 
Fitzgerald’s lecture ‘‘ Accounting Doctrine 
and the 1947 English Companies <Act.’’ 
The footnote appears on p. 305 of the Sep- 
tember, 1948, issue of the Australian 
Accountant. The opinion of Counsel was 
sought by the Institute of Chartered Ac- 
countants of England and Wales on the 
question of the classification of assets into 
“‘eurrent’’ and ‘‘fixed.’’ Counsel replied: 
‘*We appreciate that the arbitrary division 
of assets into two classes may lead to diffi- 
culty in cases where neither fixed nor 
current would be a natural description to 
apply It was most unfortunate for 
their excellent argument that learned 
Counsel, should cite as an example ‘‘an 
adverse balance on profit and loss. ae- 
count.’’ Nevertheless, the accountant of 
yesterday was to blame for producing bal- 
ance sheets in this way and so misleading 
Counsel. No wonder Mr. Justice Long 
Innes said that accountants were the most 
wonderful people in the world. Even when 
a company -had lost all its own money and 
a lot of its creditors’, the accountant could 
still produce a balance sheet with the capi- 
tal intact and the totals of both sides of 
the balance sheet in exact agreement. (Note 
also at p. 308 of the same issue, Parlia- 
ment’s refusal to define positively both 
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Law for an Accountant—continued. 
“provisions” and “reserves.” “Provisions” 
are defined positively. ‘‘Reserves’’ are de- 
fined negatively. Note also, Mr. Fitz- 
gerald’s recommendation at p. 311 that in- 
stead of ‘‘fixed’’ and ‘‘current’’ assets, 
we should say ‘‘eurrent’’ and ‘‘non- 
current’’ assets. ) 

May I take the liberty of applying the 
last two reasons to the conclusions reached 
by Mr. Voumard as to the proper scope of 
an accountant’s training in the law. 


The Law of Contracts 

I believe that it is in a study of this 
subject above all others that the account- 
ant will find that training in logical 
thought so necessary for the exercise of 
his profession. The Law of Contracts is 
part of that “great mediaeval institution, 
the Common Law, [which] survived the 
Tudor period to become the basis of 
modern English life and liberty.” It is a 
goodly inheritance. Here the law is con- 
cerned with the rights and obligations of 
the two parties to a contract. The straight 
mete wand of the law (and not the 
crooked cord of discretion) is forged in 
justice evolved throughout the centuries. 
This living thing, shaped, enlarged, revivi- 
fied and interpreted by the greatest minds 
of the land is always at our right hand 
to guide and control us in our daily busi- 
ness affairs. 

Again, I have already demonstrated 
that, armed with a knowledge of the 
principles of the Law of Contracts, the 
accountant may render signal service to 
his client, by directing him to the door 
of his solicitor before harm is done. 
Agency, Sale of Goods, etc. 

With respect I agree entirely with Mr. 
Voumard when he says: “If we can give 
a thorough grounding in contracts gen- 
erally, then I think we can direct the 
student’s mind to the basic outlines only 
of, say, Agency, Sale of Goods, Hire 
Purchase, Bills of Sale, Liens, Guaran- 
tees, Bailments, Insurance and Arbitra- 
tion.” I also agree that far too much 
time and energy are devoted .to Marine 
Insurance, a subject which the average 
accountant may not encounter in the 
whole of his career. I encountered it 
once in a big way. In 1917-1918 the sink- 
ings along the eastern Mediterranean 
coast were so heavy that our insurers 
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gave us away. In desperation | persuaded 
a sporting Greek millionaire to be our 
insurer. An (English) lawyer in Egypt 
and I drew up the new insurance con- 
tract. Although we had both passed ex- 
aminations on the subject I shudder to 
think what would have happened if the 
document had ever been tested in the 
Courts. However, the sporting million- 
aire won, as, by a miracle, not one claim 
had to be made on him. 

The time now wasted on marine insur- 
ance should be devoted to an outline of 
the other types of insurance, such as 
workers’ compensation, fire, loss of pro- 
fits, ete., as suggested by Mr. Voumard. 
Bills of Exchange and Partnerships 

Mr. Voumard tentatively suggests that 
in a teaching year of 33 weeks, five should 
be devoted to negotiable instruments, 
with primary emphasis upon cheques, and 
two to partnerships. 

For my own part, I would suggest that 
negotiable instruments could be cut down 
to four or even three weeks, and that at 
least three weeks should be devoted to 
partnerships. This is only a refinement, 
but I have found in practice that there is 
a lot to learn concerning the proper con- 
duct of a partnership. I have seen quite a 
number of faulty self-contradictory and 
inchoate partnership deeds concerning 
the division of profits and losses and the 
effect of dissolution. I would attribute 
the same relative importance to partner- 
ships that | would to companies. We are 
concerned with understanding the terms 
of a partnership deed and with keeping 
the accounts in accordance with the deed; 
of dealing properly with the position on 
the admission and retirement of a part- 
ner, and on the dissolution of the part- 
nership itself. 

It may well be that, now that the pri- 
vate company racket has been busted 
wide open (I think that is the correct 
American expression), a great deal more 
of the business life of the community will 
be conducted by means of partnerships 
instead of private companies. 

As most of the accountant’s problems 
relating to partnership affairs may be 
illustrated by book-keeping entries, an 
alternative suggestion is that the law be 
incorporated in the accountancy examina- 
tion proper. Later, the same suggestion 
is made with respect to executorship law. 


(Continued on page 131.) 
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Bankruptcy 


Here, again, | would like to express my 
complete agreement with everything Mr. 
Voumard has said. Cut it to the bone. 


Executors and Trustees 


All that an examination candidate need 
know is how to keep executorship and 
trustee’s accounts and, in particular, how 
to differentiate between income and capi- 
tal where a life tenancy exists. As Mr. 
Voumard suggests, this can be incorpor- 
ated in the accountancy paper on the 
subject, as, indeed, it must. It is non- 
sense, for example, to ask a candidate 
such things as the disposition of an in- 
testate estate. On this particular subject 
I still feel sore. In my final law examina- 
tions, the examiner asked, “A man died 
intestate leaving a widow, a son and a 
step-son. How would you distribute the 
estate?” I mumbled to myself, “Children 
of the half-blood share equally with the 
whole blood.” I gave the widow her third 
and gave the rest to the two boys in equal 
shares! At the moment of handing in my 
papers, I realized what a blockhead I had 
been. It was too late. The mortification 
was intensified by the fact that executor- 
ship law was a subject in which I was 
almost continuously employed from the 
time I began work in a lawyer’s office. 
(This retrograde amnesia is very per- 
sistent !) 


Company Law 

For almost the greater reason, all I 
have said regarding the law of contracts 
applies to company law. How true is Mr. 


Voumard’s statement: “No accountant 
can be considered competent unless he 
knows, and really knows, Company Law.” 
Apart from everything else, subjectively 
itis good that a student should know one 
Act well. For this purpose, I would 
choose the Companies Act above all 
others, even Income Tax. If a student 
saturates himself with the Companies Act, 
he will learn a great deal concerning legal 
principles and how they are applied. He 
will learn law at its best: when it con- 
cerns itself with the rights and duties of 
men bound together in a common enter- 
prise ; when the State has no axe to grind; 
when the law grants great power to the 
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governing body, the directors, and im- 
poses on them still greater responsibili- 
ties; how the majority must rule (in 
ordinary matters the majority may be 
bare; in matters of importance it must be 
overwhelming), ‘but tender regard must 
be had for the rights of the minority; 
where, above all, honesty is the test. 

By way of contrast, income tax is law 
at its worst. As the Courts have said, 
there is no equity in a tax. For principles, 
it substitutes artificial distinctions. It is 
the victim of pressure groups. It applies 
the doctrine of progression, but who un- 
der Heaven knows what is a just progres- 
sion? It embarks on differentiation and 
arrives in faery lands forlorn. If it tries 
to be equitable, it passes man’s under- 
standing. If it tries to be simple, it sue- 
ceeds in being crude and often unjust. 


Income Tax Law 


Mr. Voumard rightly regards income 
tax law as an inescapable subject. “The 
value to an accountant of a thorough 
knowledge of it cannot be over-empha- 
sized.” 

In my opinion, however, there is not 
the slightest necessity for a candidate to 
be conversant with all the sections of the 
Income Tax Assessment Act. For many 
years my partners have prepared and 
published model answers to the ques- 
tions set on income tax by the Institute. 
On each occasion, I have checked these 
answers and I now make bold to say that 
the papers set by the Institute on income 
tax are too difficult. This statement im- 
plies no eriticism of the examiner, al- 
though I must confess that, taking advan- 
tage of the rudeness that exists between 
old friends, I have on occasion told him 
of certain Oriental and mediaeval punish- 
ments I would like to inflict on him. No, 
the examiner is not at fault. The papers 
are set on the Act; the whole Act, and 
nothing but the Act; the questions are 
models of perspicuity; in reason’s ear 
they all rejoice. The trouble is—there is 
too much Act, and much of it should be 
discarded for examination purposes. 

I believe that. an accountant should 
know how to prepare an income tax re- 
turn; how to check assessments; what to 
do if he considers the assessment to be 
incorrect. Also, he should understand as 
best he ean the ridiculous distinction 
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drawn, for income tax purposes, between 
capital and income in respect of receipts 
and expenditure. 

The last statement requires some refine- 
ment. When I say an accountant should 
know how to prepare an income tax re- 
turn, I mean the return of a merchant, 
a manufacturer, a primary producer, an 
investor and what might be called the 
general run of taxpayer including a pro- 
fessional man, a property owner, an em 
ployee and the like. There is no need for 
him to know the special provisions of the 
Act relating to concerns such as mining 
ventures, life assurance companies, co- 
operative societies, overseas shipping, film 
businesses, insurance and _ re-insurance 
with non-residents. The number of times 
an average practising accountant is likely 
to encounter any of these specialized con- 
cerns could be counted on the hairs on the 
top of my head. If, on the other hand, 
he joins the staff of one of these concerns 
and is required to deal with its taxation 
affairs, he will require not only to know 
the relevant sections of the Act but a 


great deal more besides. 

In an effort to be precise, I have divided 
the chapters in Gunn & O’Neill’s Guide to 
Commonwealth Income Tax (3rd edition) 
into two sections. ‘‘For examination’’ and 
‘*Not for examination”’: 


For Examination 


Part I 
Chapter 
I Introduction. 
II Assessable income generally. 
III Assessable income—specifie 
items. 

IV Interest derived. 

V Exempt income, but only s. 23 
(q). (This subject is dis- 
cussed later.) 

VI Trading stock. 

VII Income from primary produc- 

tion-—Live stock provisions. 

Taxation of compcnies and 
dividends. 


Part II 


Allowable deductions generally. 

Allowable deductions — specific 
items. 

Allowance for depreciation. 

Losses of previous years. 
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Chapter 
XV 
XVI 
XVII 


Partnerships. 

Trust estates. 

Tax on undistributed 
of companies. 


Not for Examination 
Part I 
Exempt income 
(q)). 
Business carried on partly in 
and partly out of Australia. 
Part II 
Leases. 
Part III 
Life assurance companies. 
Co-operative companies, ete 
Special classes of business. 
Averaging of incomes. 
Concessional rebates. 
Special rebates. 
Tax credit in respect of recon- 
version expenditure. 
Part IV 
Income tax returns. 
Assessments. 
Objections and appeals. 
Collection and recovery of tax. 
Penal provisions and prosecn- 
tions. 
Registration of tax agents. 
Miscellaneous provisions. 
Taxation of members of the De- 
fence Force. 
Social Services Contribution. 
Rates of tax. 
Relief from Double Taxation— 
general provisions. 
Taxation Agreement between 
United Kingdom and 
Australia. 

Space will permit me to ‘‘show cause’’ in 
respect only of two of the recommended 
omissions. 

I do not consider that a candidate should 
be asked to memorize the long list of ex- 
empt incomes. What is it to him that 
alimony is exempt in the hands of the re- 
cipient if paid by the victim out of his 
earnings but not if he is wealthy enough 
to create a trust estate to provide the 
blood money? As the old landlady of my 
salad (without dressing) days used to say 
—‘* ’oo cares!’’ Must he need to know that 
a pearl fisher off the Darwin coast pays no 
tax? Will it add a cubit to his account- 
ancy stature if he knows the tricks whereby 


incomes 


(except s. 23 


Vill 


XIV 


XVIII 
XIX 
XX 
XXI 
XXII 
XXIII 
XXIV 


XXV 
XXVI 
XXVII 
XXVIII 
XXIX 
XXX 
XXXI 
XXXII 
XXXII 
XXXIV 
XXXV 


XXXVI 
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a Pitt Street prospector can dodge tax on 
the sale of a Gold Brick? A fig for the 
musical society and the viticultural ditto. 
They don’t need the accountant to tell 
them they are exempt. 

Now for those concessional rebates. The 
accountant must, of course, know these 
things, but he will learn all about them 
when he prepares his first batch of returns 
and checks the relevant assessments. He 
will have masses of information available 
on the subject besides the Act itself. He 
will even find idiots who write books about 
them. It seems cruel to me that a ecandi- 
date should have to carry all this junk into 
the examination room. 

In making the above suggestions, | am 
not for a moment belittling the importance 
to an accountant of a knowledge of in- 
come tax law. The present prosperity and 
importance of the accountancy profession 
is due more to sharp rise in income tax 
in 1914 onwards than to all the other fac- 
tors put together. It is, however, a subject 
more suitable for post-graduate study, as 
it involves a knowledge of a great deal of 
case law and departmental practice as well 
as the Act. It seems to me that this side 
of post-graduate work is well done by all 
the State Divisions. I well remember that 
I ran in terror from the Western Aus- 
tralians in 1946. I was not even aware of 
the existence of some of the problems they 
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were discussing. But you can’t keep a bad 
man down. As my mother used to comfort 
me when I was ill, ‘‘Devils never die.’’ 
I intend to invade Queensland next June. 
But as it is my native State, they may let 
me out alive. 

Having somewhat lightly pruned the in- 
come tax paper, we now have space to de- 
vote to some of the other taxes which crawl 
like vermin in our midst. I suggest that 
the candidate should know something of 
the elements (and elements only) of such 
imposts as stamp duty, pay-roll tax, gift 
duty, death duty, land tax. An elemen- 
tary knowledge of these subjects would be 
far urore useful than a study of the 
machinery and other enumerated pro- 
visions of the income tax legislation. 


Conclusion 


Mr. Voumard has made out a clear case 
for a drastic revision of our legal exam- 
inations with the object of curtailing the 
scope of a number of subjects, and enlarg- 
ing one of them, viz., company law. I 
have tried to do the same thing in the 
taxation field. The net result would be 
that the candidate would require to de- 
vote a great deal less study to legal sub- 
jects and would require to spend the time 
saved and more to the study of account- 
ancy subjects. I earnestly believe that 
the change would greatly benefit the 
profession. 
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LEGAL SECTION 


Edited by 
R. E. O’NEILL, A.1.C.A. 


RETURN 


A question arose for decision as to 
which of the following provisions of the 
New South Wales Stamp Duties Act, 
1920-1940, applied in assessing duty on 
certain transfers of shares: 

Section 66 (3) (a)—conveyances made 
without consideration in money or 
money’s worth; or 

Section 66 (3) (A)—conveyanece made 
upon a bona fide consideration in 
money or money’s worth of less than 
the. unencumbered value of the pro- 
perty conveyed ; or 

Section 66 (3) (B)—conveyance made 


85.470 issued shares of 6d. each 


39,530 unissued shares of £1 each .. 


125,000 Reduced Authorized Capital 


The reduction in paid-up capital of 19/6 
per share amounted to £83,333/5/-. 

.The resolution provided that such redue- 
tion should be effected by distributing in 


Book value of shares in other companies 


Cash payment 


Being 19/6 per share in respect of 85,470 shares 


The reduction of capital was duly con- 
firmed by the Court, and subsequently the 
company executed the transfers of shares 
in favour of the shareholders. Although 
the book value of the shares was 
£83,181/0/9, as above, their actual value 
was £117,362/7/-. 

The New South Wales Full Court held: 

Per Jordan, C.J., and Street, J.: 
That the transfers were made without 
consideration in money or money’s 
worth and were liable to be assessed 
under s. 66 (3) (a). 

Per Davidson, J.: That the trans- 
fers were made upon a bona fide con- 
sideration in money or money’s worth 
and were liable to be assessed under 


OF PAID-UP CAPITAL 


upon a bona fide consideration in 
money or money’s worth of not less 
than the unencumbered value of the 
property conveyed. 

The facts were: 

The authorized capital of a company was 
£125,000 divided into 125,000 shares of £1 
each, of which 85,470 shares had been 
issued and were fully paid and 39,530 were 
unissued. A special resolution was passed 
on 24th March, 1947, which provided that 
the capital of the company should be re- 
duced from £125,000 (divided into 125,000 
shares of £1 each) to 

22,136 15 0 
39,530 0 O 


£41,666 15 0 


specie—at the values thereof appearing in 
the books of the company—-certain assets 
of the company consisting of shares in 
other companies and a cash payment, viz.: 


£83,181 0 9 
1588 4 3 


£83,333 5 O 


either s. 66 (3) (A) ors. 66 (3) (B), 
and that the choice between these sub- 
sections depended upon whether the 
values of the interests in the company 
which were surrendered were less or 
not less than the value of the shares 
transferred. He said that he could not 
decide this question without additional 
evidence. 

The company and the shareholders ap- 
pealed to the High Court of Australia, 
contending that the transfers should be 
assessed under s. 66 (3) (B), ie., the 
transfers were made upon a bona fide con- 
sideration in money or money’s worth of 
not less than the unencumbered value of 
the property conveyed. 
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The High Court (Rich, Dixon and Wil- 
liams, JJ.) unanimously allowed the tax- 
payers’ appeal (Archibald Howie Pty. 
Ltd. and Ors. v. Commr. of Stamp Duties 
(N.S.W.) (18th October, 1948)—not yet 
reported ). 

The following are extracts from the 
judgment of Williams J.: 

‘‘A company obtains capital by the 
issue of its shares. These shares can- 
not be issued at a discount but may 
be issued subject to the payment of 
their nominal amount or at a pre- 
mium. 

‘‘The amount payable may be satis- 
fied by the payment of money or by 
some other proper consideration. But 
all shares must be paid for in full by 
money or money’s worth. When the 
person to whom the shares are allotted 
pays or assumes the liability to pay 
for the shares in money or money’s 
worth, full consideration in money or 
money’s worth moves from him to the 
company for all the rights which he 
acquires under the Memorandum and 
Articles of Association. Amongst the 
most valuable of these rights are the 
rights to share in the distribution of 
moneys and assets already mentioned. 
The declaration of a dividend and the 
taking effect of a special resolution to 
return capital create debts because 
the shareholders have acquired the 
legal right to be paid these moneys for 
valuable consideration. If the moneys 
were not payable as debts but as gifts 
the shareholders would have no legal 
rights to sue for them. The authorities 
already cited show that the share- 
holders have these legal rights. They 
are legal rights which flow from the 
original issue of the shares. They are 
ingredients in the chose in action 
which each original shareholder pur- 
chased from the company. If an 


original shareholder sells and trans- 
fers his shares the transferee upon 
registration ‘will become legally en- 
titled to all the rights of a member, 
e.g., the right of attending meetings 
and voting and of receiving divi- 
dends’, R. v. Williams [1942] A.C. 
541, at p. 558. 

‘*In the present case the capital was 
reduced by £83,333/5/-, whereas the 
shareholders received shares and cash 
worth £117,514/11/3. But in my 
opinion this is immaterial. The capital 
of a successful company is usually 
represented by assets which, after 
providing for the claims of creditors, 
exceed: in value the amount of the 
paid-up capital. But as I have said, 
the amount payable to a company for 
a share is limited. Unless the share is 
issued at a premium it is the nominal 
amount of the share. The payment of 
that amount or the assumption of lia- 
bility to pay it must therefore provide, 
in the absence of some special pro- 
vision like that in the English Finance 
Act, full consideration for the right to 
receive any distributions of money or 
assets which the shareholder subse- 
quently receives from the company. 
Any other conclusion would lead to 
wide repercussions. Distributions of 
money are not liable to Stamp Duty 


‘under the Stamp Duties Act because 


that Act taxes instruments and not 
transactions. But the Gift Duties Act 
(Federal) taxes transactions, and the 
Gift Duties Assessment Act, 1941- 
1947, defines gift to mean any dis- 
position of property which is made 
otherwise than by will without con- 
sideration in money or money’s worth 
passing from the disponee to the dis- 
paner, or with such consideration so 
passing if the consideration is not, or, 
in the opinion of the Commissioner, is 
not fully adequate.’’ 








The Australian Accountant April, 1949 


STUDENTS’ SECTION 
Edited by O. R. MacDona.bD, A.1.0.A. 
GOODS ON CONSIGNMENT 


by 
L. A. BRADDOCK, A.I.C.A. : 


In recording the transactions of an out- 
ward consignment of goods, most of our 
text books make use of the two accounts, 
Consignment Account and Goods on Con- 
signment Account, in order to bring the 


Consignment to W. Brown 
To Goods on Consignment 


cost of the goods concerned into account. 

If John Smith, Adelaide, takes goods 
costing £500 from stock and: forwards 
them on consignment to W. Brown, Syd- 
ney, the journal entry is as under: 


Dr. 500 
500 


(Being cost of goods from stock consigned to Brow n) 


Students generally understand this pro- 
cedure and apply it correctly, but never- 
theless, students are often anything but 
clear as to the purpose of the Goods on 
Consignment Account. 

Many bookkeeping entries can be ex- 
plained as examples of the application of 
the basic rules of Bookkeeping as set out 
in our text books. Many others are not so 
closely connected with these rules and are 
best explained in other ways. This par- 
ticular entry is a case in point, and is best 
explained in terms of the matching of 
costs with incomes. 


In the matching of costs and incomes, 
the accountant proceeds in two ways. 
yeneral business costs are matched with 
general business incomes to determine a 
result which is the business profit or loss, 
and specific costs are matched with spe- 
cific incomes to determine specific pro- 
duct or specific transaction results. The 
above journal entry is related to both 
these processes, and its purpose is as 
follows: 


1. The debit of the cost of the goods 

in the Consignment Account is the 
first step in the process of matching 
the costs of this consignment with 
the income derived therefrom in 
order to determine whether the con- 
signment resulted in a profit or not. 
Other costs are debited in the ac- 
count as they are incurred whilst 
the income, when earned, is cre- 
dited, resulting in a matching of 
specific costs and incomes. 
The credit in Goods on Consign- 
ment Account is related to the 
matching of the general costs and 
incomes of the business in the trad- 
ing account, and its purpose is to 
remove from that process the cost of 
these particular goods which are 
going to be matched against par- 
ticular incomes in the Consignment 
Account. 

These two points may be illustrated as 
follows: Suppose that John Smith’s books 
disclose the following figures for the 
period under review: 


Sales £12,000, Purchases £8,000, Opening Stock £4,000, Closing Stock in Store 
£3,000. Suppose further, that the-consignment of goods had just been made, that 
the agent had not yet sold any of them, and ignoring all other items, Smith’s 
Trading Statement would appear as follows: 


Sales .. 
Léss Cost of Goods Sold— 
Opening Stock 
Purchases 


Minus Closing Stock 
Goods on Consignment 


£ 
12,000 


4,000 
8,000 
3,000 

500 


12,000 


Gross Profit from General Business . . 
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This shows clearly that the gross profit 
of the general business operations has been 
arrived at by deducting the cost of goods 
sold from the sales, i.e., after eliminating 
the cost of the goods on consignment. The 
Goods on Consignment Account has been 
closed in the Ledger by transfer to the 
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Trading Account, and the only account left 
open in the Ledger having reference to the 
consignment is the Consignment Account 
with its debit balance of £500. As the 
goods are unsold, this is a current asset 
and will be shown as such in the balance 
sheet. In the traditional double entry form, 
the accounts appear as under: 


Consignment to W. Brown, Sydney. 


To Goods on Consignment 500 


Goods on Consignment Account. 


To Trading Account 500 


Trading Account. 
By Sales .. - 
» stock at end .. Se 
toods on Consignment 


To Opening Stock 
,, Purchases 
Gross Profit 


4,000 
8,000 
3,500 


£15,500 


Balance Sheet 


If part of the goods had been sold and 
part remained unsold, this would not affect 
the transfer of the whole of the amount in 
the Goods on Consignment Account to 
the Trading Account, for as explained 
above, the purpose of the entry is to re- 
move the cost of these items from the 
general matching of cost of goods sold 
with the Sales in the Trading Account, 
and make them available for particular 
matching in the Consignment Account. 


By Consignment to W. Brown 


12,000 
3,000 
500 


£15,500 


Current Assets: 
Stock on Hand.. 
Consignment Account. . 


3,000 
500 


Confusions seems to arise from the name 
“Goods on Consignment’ Account,” which 
sounds like the name of an asset account, 
rather than the name of a transfer or 
contra or set-off account, and a case can 
probably be made out for a change of 
name for this account. 


The Goods on Consignment Account is 
not always necessary, as can be shown if 
we re-state the above example as follows: 


John Smith ordered goods £500 from A. Black for delivery to his agent W. 


Brown on consignment. 


In this case, Smith could by-pass his purchase records if desired by means of the 


journal entry. 
Consignment to W. Brown 
To A. Black 


Dr. 500 
Cr 500 


(Being goods purchased from Black for delivery to agent W. Brown 


on consignment. ) 


In such cases the purchase has never 
been debited in the Purchases Account 
and the Goods on Consignment Account is 
rendered unnecessary. It should be noted 
that the method has the disadvantage 


that the Purchases Account will not show 
all the purchases for the period under 
review and that further calculations will 
be necessary to arrive at that figure when 
it is required. 
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Angus Lancaster 
THE SIZE OF THE JOURNAL 


From the inception of the Australian 
Accountant in 1936 until the December, 
1947, issue, the journal was printed on 
Royal Octavo paper. There were 27 ems 
to a line and 53 lines to a page, a total of 
1,431 ems to a page. From and including 
the January, 1948, issue, the journal has 
been printed on Crown Quarto paper. 
Each line has 32 ems and each page has 
57 lines, a total of 1,824 ems to a page. 
This represents an increase of over 27 per 
eent. per page. 

The increase in size of the pages has 
caused another difference between the old 
and the new style, namely, the use of two 
columns to a page. Whilst it would have 


been cheaper to have produced the new 
journal in the former way, the lines would 


have been too wide for the comfort of the 
reader. Thus, for his convenience, the 
page has been divided into two columns. 
These changes mean that the present jour- 
hal bears a close resemblance to The Com- 
monwealth Journal of Accountancy. This 
two-column journal was the official organ 
of the Commonwealth Institute of Ace- 
countants prior to the establishment of 
the Australian Accountant in 1936. 
Changes in the style of journals have 
been made with great frequency almost 
from their inception. During a visit last 
year to England I had the good fortune 
to pass some pleasant hours among the 
priceless collection of early newspapers 
.owned by the distinguished antiquary, Mr. 
George Smith, of Great Bedwyn, Wilt- 
shire. In his collection are some of the 
earliest periodicals sold in England. 


Until Elizabethan times there were very 
few publications giving news of events 
printed in England. During the reign of 
Queen Elizabeth booksellers discovered 
that there was a ready sale for accounts 
of battles, or of fires, of crimes, floods, 
feats of sportsmanship such as R. Ferris’s 
row by sea to Bristol, 1598, or Will 
Kemp’s dance from London to Norwich, 


etc. (The demand for this class of news 
has not decreased with the centuries.) 
The number of pages of the little news 
books varied, but they were all small 
quarto in size, i.e., not more than eight 
inches in length and six inches in width. 

These early English news books all re- 
lated to special events. The idea of pub- 
lishing news collected from several sources 
came to England from Holland in the 
reign of James I. This was not known 
until Mr. Smith discovered, nearly 40 years 
ago, a series of news sheets printed in 
double columns on both sides of small folio 
paper, approximately twelve inches long 
and eight inches wide, i.e., about twice the 
size of the English news books. These 
were printed for the most part in Amster- 
dam during the years 1620 and 1621, and 
were in English. 

The number for 23 December, 1620, en- 
titled ‘‘Corrant out of Italy, Germany, 
etc.,”” was ‘‘printed at Amsterdam by 
George Veseler,’’ and was ‘‘to be sold by 
Petrus Keerius dwelling in the Calver 
Streete in the uncertaine time.’’ It con- 
tains news: 

From Venice, the 27 of November, 1620. 

From Lublin in Polen, the 26 of Novem- 

ber. 

From Leypsich, the 30 of November. 

From Elboghen in Bohemia, the 10 of 

December. 
From Weenen (i.e. Vienna) the 28 of 
November. 

From Heydelberg, the 6 of December. 

From Wormes, the 8th thereof. 

From Ceulen (i.e. Cologne) the 12 of 

December. 

The news from the last six places deals 
mainly with the events which followed the 
seizure of Prague by the Emperor’s Forces, 
the flight of the King and Queen of 
Bohemia to Breslau, preparations in some 
parts of Bohemia for resistance, the dis- 
position of Spinola’s army, and above all 
anxiety about the future prevailing 
throughout Germany. 
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From Venice it is reported that letters 
from Rome are not yet come because of 
‘*great stormes and high waters’’ and that 
‘twee heere from Milanen that the two 
rivers Bormio and Tanaro were risen up so 
highe that they have not only caried away 
the lands and trees but also many 100 
people, cattle with other goodes and done 
great harmes.’’ 

From Lublin there is ‘‘certain newes 
that the Polish camp is overthrown, and 
the Great Chancellor with many chiefe 
officers and other people are taken prison- 
ers, and the Lord Fareus Beck and others 
are slaine in the battle’’ (with the 
Tartars). 

Although the earlier numbers of the 
series discovered were printed in Holland, 
the latest of them were printed in London 
—for instance, the number for 30 Septem- 
ber, 1621, entitled ‘‘Corante, or Weekly 
Newes from Italy, Germany, Hungary, 
Poland, Bohemia, France and the Low 


Countries’’ was ‘‘printed at London for 
N.B. according to the Dutch copy.’’ The 
last number of the series is dated October 
the 22, 1621; whether more of the weekly 


Corantos were issued we do not know, none 
of them were entered at the stationers 
company, and ft is possible that the com- 
pany may have come down on N.B., who 
was probable Nathaniel Butter, but may 
have been Nicholas Bourne. At any rate a 
little book entitled ‘‘Weekly Newes from 
Italy, Germanie, Hungaria, Bohemia, 
dated May 23, 1622, was entered in the 
Stationers Company Register, being pub- 
lished by Nicholas Bourne and Thomas 
Archer. It reverted to the small quarto size 
to which the English were accustomed be- 
fore the introduction of the folio sheets 
from Holland. Thereafter until 1665 it 
was the form in which all periodical news 
and almost all narratives of events were 
published in England. Nathaniel Butter 
soon followed with a rival news-periodical 
to Bourne, but eventually Butter and 
Bourne became associated as publishers of 
these weekly and other series of news. 
Here we have the first of the newspaper 
mergers. 

For the most part the news permitted by 
the authorities was restricted to foreign 
news, but after the break between King 
and Parliament in 1641, restrictions were 
swept aside and there was a spate of fresh 
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periodicals and separate news books dealing 
with the stirring home news. (The British 
Museum has an almost complete collection 
formed during the years 1641 to 1661 by a 
London bookseller, George Thomason. ) 

In the year 1665 the great plague drove 
the Court from London to Oxford, and 
this led to the publication of the Ozford 
Gazette, which was issued as a double- 
column sheet of two pages, printed on 
paper of about the same size as the Coran- 
tos in English of 45 years before; it is 
clear from a recent discovery in the 
Swedish archives by Folke Dahl of a long 
series of Corantos in Dutch of the same 
size dating from 1620-63 that the Dutch 
had continued to use the old format, and 
Joseph Williamson, who had been a 
refugee in Holland, adopted the format 
with which he had become familiar in his 
exile when he had the Ozford Gazette 
printed. On the Court’s return to London 
in 1666, the Oxford Gazette became the 
London Gazette, and it continued for long 
to be issued as a single-leaf folio. In course 
of time changes took place in its setup, but 
when the publication of other periodicals 
‘ame to be permitted, the Government 
organ was gradually outstripped in popu- 
larity by improved journals, so that now 
the London Gazette, whilst still being pro- 
duced, is unknown to almost all newspaper 
readers. It is an interesting example of the 
failure of a subsidized Government enter- 
prise in face of individual rivalry. 

The development of the privately owned 
newspaper was greatly hindered by the 
rigid censorship which existed during the 
reign of Charles II and James II. Nothing 
could be lawfully printed without licence. 
‘*Enemies of the existing establishment in 
Church and State could only print their 
views in secret presses, operated in London 
garrets by desperate men, who were spied 
upon by informers . . . and savagely pun- 
ished if caught.’’ The Royal Prerogative 
was replaced by the first Licensing Act 
passed soon after the Restoration in 1663, 
by the Cavalier Parliament. This Act was 
aimed at ‘‘sedition’’ and ‘‘heresy’’ mean- 
ing, of course, the beliefs of the Opposition 
—the Roundheads and Puritans. This 
system of licensing continued (except for 
the break of 1679-1685—the period of the 
Whig Parliament followed by no Parlia- 
ment) until 1696, when Milton’s dream of 
Freedom of the Press —as he called it, 
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‘*Liberty of unlicensed printing’’— was 
finally realized. After 1696 an English- 
man could print and publish what he 
chose, without the authority of Church or 
State, but subject always to the penalties 
attached to libel or sedition. 

Except during the above-mentioned 
period of 1679-1685, when the Censorship 
was in abeyance, the reign of Charles II 
was to all intents without newspapers, for, 
as Trevelyan in his English Social History 
puts it, ‘‘the meagre official Gazette (de- 
scribed above) could not be so ealled.’’ 

This note concludes with an extract from 
the Weekly Post, Numb. 40, Tuesday, Jan. 
31, to Tuesday, February 7, 1660: 


An Advertisement 

‘*A young man of 25 or 26 years of age, 
William Rolland by name, a Scotchman by 
birth, born at Aberdeen in Scotland, hav- 
ing been absent from his own country in 
England and France about 8 or 10 years, 
and speaks something Northern, neither 
good English nor Scotch, with a brown 
short hair, being cut on his crown: his 
hair hangs down after the manner of a 
matt; he is a little pock broken, with some- 
thing a bigg nose and lips; he walks in- 
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ward with his toes, and stooping forward 
with his body, having on a light coloured 
full coat with hanging sleeves, and a strait 
coat. or frezze sad coloured, with a light 
coloured suit of broad cloath under that, 
and a pair of gray stockings on, with a pair 
of black stirrop-stockings or hose under 
them: he is of a fawning spaniel-like dis- 
position. Seeming very honest and harm- 
less, but not to be trusted. Lately a ser- 
vant to Mr. Arthur Haslewood of Norwich 
in the County of Norfolk, Goldsmith, did 
upon the 22d day of January being Sun- 
day, privately leave his said service and 
carried away with him in coyn both silver 
and gold, besides gold rings and com- 
modities of silver, with other goods miss- 
ing at present, to the value of 10£, besides 
what he hath with him that cannot be dis- 
covered. These are therefore to give notice 
to all goldsmiths of what nation soever, to 
have a care how they entertain the said 
William Rolland into their houses, being a 
notorious miscreant and rogue. And if any 
person finding the said William Rolland, 
shall convey him by sea to Great Yar- 
mouth in the County of Norfoik, and shall 
deliver him to Mr. George Grundy, Gold- 
smith of the said Town, they shall be well 
rewarded for their pains.’’ 
7 











